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I. Introduction 
A. Nature of the Problem 
1. Vfuat Budgetary Control :Means 
It would seem appropriate to clarify the meaning 
attached to the words "Budgetary Control" before beginning 
a discussion of the various phases of this problem. The 
following description appears to contain all the essential 
elements of the meaning that businessmen generally attach to 
this phrase . 
Budgetary Control is the tool 
of management used to plan, carry out, and 
control the operation of a business. It 
establishes predetermined objectives and 
provides the basis for measuring perform-
ance against these objectives. It enables 
business to determine the need for modifi-
cation of its plans as the need arises, 
without waiting until financial statements 
are prepared at the end of the year, when 
it is too late to take advantage of the 
knowledge to alter the company's position 
for the year in question. 
Viewed in this light, it embraces 
all other management control plans and bears 
the same relation to them which a master 
budget bears to the various individual bu~­
ets. 
Budgets are the individual objec-
tives of a department, etc., whereas budget-
ing may be said to be the act of building 
budgets. 
Budgetary control embraces all 
this and in addition includes the science 
of planning the budgets themselves and the 
utilization of such budgets to effect an 
over-all tool for business planning and 
control. (1) 
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(1) Rowland, F.H. and Harr, W.H. Budgeting for 1funagement Control 
Budgetary Control in general, therefore, may be 
said to consist of three distinct phases. First, the 
preparation of the budget, a forecast of the amounts of 
income and expense for a period; second, the recording of 
the actual amounts; and third, the investigation of differ-
ences existing between the budget estimates and the actual 
results, with appropriate action taken immediately to remedy 
any inefficiencies brought to light. 
2. \1hat Constitutes Manufacturing Overhead Expense 
Having established the meaning of Budgetary Control, 
since this paper is directed specifically to the control of 
manufacturing overhead expense, we should next define the 
scope of this latter term which is also referred to as "fac-
tory overhead," "burden," or a combination of these terms. 
Although authors on this subject are not in general 
agreement on a precise definition for the term, the following 
descriptions may be accepted as typical: 
Overhead or burden includes all 
costs which are not capable of being 
directly charged to the product; in other 
words, it includes everything except di-
rect labor and direct materials. (1) 
Similarly, Mr. E. J. Hanley in an address before 
the 1938 national convention of the National Association of 
Cost Accountants began his talk on factory overhead by 
defining it as expense incident to the facilities necessary 
(1) Sanders, T .H. Cost Accounting For Control 
to manufacture a product, as contrasted with direct items of 
material and labor which relate directly to the product 
itself. (1) 
A somewhat more classical definition is found in 
Hamilton Church's treatise on overhead: 
Overhead expense in manufac-
turing is defined usually as consisting 
of the so-called "fixed" charges (such 
as rent, interest, depreciation, taxes, 
insurance, etc.) plus all that large 
class of expenditure on labor and mate-
rials which cannot be charged definitely 
to any given job or lot of product. 
Overhead is also frequently 
referred to as "indirect expense," a 
definition tha t expresses very clearly 
the mental picture formed by many people, 
in which expenditure that is easily meas-
ureable and is visibly connected vnth 
particular jobs (e.g. the wages of a man 
operating a l a the) occupies one-half of 
the picture, and all other expenditure, 
compressed into a jmnbled mass, form the 
other ha lf. 
Overhead, again, is frequently 
termed "burden." This term also illus-
trates a state of mind. The mental pic-
ture corresponding to the term would 
appear to represent direct labor as strug-
gling under a he avy load of undeserved 
misfortune. Burden seems to signify some-
thing that inevitably must be pa id for, 
but of which the value is in grea t degree 
under suspicion and its appearance as an 
element of cost reluctantly and grudgingly 
accepted. The truth is, however, that the 
expenditures r anking as burden are every 
whit a s essentia l to production processes 
as direct l abor itself, and their ultimate 
(1) Hanley, E.J. Control of Factory Overhea d At Varying Volumes 
of Production N. A.C.A. Ye arbook 1938. 
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bearing on the cost of each individual job can be seen as clearly, if we go the 
right way about it. (1) 
From the foregoing definitions we may arrive at 
the conclusion that for the purposes of this paper the term 
"manufacturing overhead expense" will be used to include all 
those expenses incurred in or for that portion of the plant 
which is engaged in manufacturing the product, but which , 
unlike direct materials and direct l ab or, cannot be identi-
fied with any particular units of the finished pr oduct, hence 
cannot be charged directly to the product . 
B. Importance of The Problem 
1. Material and Labor Controls in Contra st to Overhead 
The reader might well ·wonder v1hy, out of the broad 
expanse of budgetary control, this rather closely narrowed 
field was selected for further elaboration. This topic was 
selected primarily because the· problems of overhead expense 
control are more intangible than those relating to direct 
materials and direct l ab or. Moreover , these other two cost 
elements can be, and usually are, fairly-well controlled by 
systems involving purchase orders, material requisitions, 
wage -incentive plans, time and motion studies, etc ., but 
adequate overhead control can only be obta ined by the skill-
ful use of a system of budgetary control. 
(1) Church, A.H. Overhead Expense in Relation to Cost s , Sales, 
and Profits. 
11 
2 . Opnort uni ty or Cost Reduc-tion 
Secondly, s ince the rices to be peid for ma teri a ls 
an d l abor ar e , gener a lly sp eaking , governed by the competitive 
mar lret , and t he quantity to be used is determined by the 
physica l properties of the product manufactured , it is only 
t he ove r head costs which pr e s ent ma nagement with an opportu-
nity f or cost reduction by ski llful budgeting a nd a careful 
a na lysis of expenses . There a re numerous ca ses where com-
panies , by car efully scrutinizing their overhea d budgets ha ve 
12 
been able to effect consi derable cost reductions . For instance 
one cost ac count ant in discussing the possibility of overhea d 
cost reduction stated tha t he knew of one case Vihere a compa ny 
adopted a s e. slogan, "The Unfixing of Fixed Expenses ," and 
succeeded in eliwinating substantial amounts of overhea d which 
in the pa st had a lways been considered unavoidable expenses . (1) 
(1) Carr , F . J . Cost -' ccounting ' s Role in }.1anagement , 
N.A. C.A. Bulletin Apt'il 1 , 1947 . 
II. The Complete Budget PictLITe (1) 
~ . Ne cessity For Understanding The Comp lete Program 
Since the manufa cturing expense budget is only one 
phase of the broad budgeta ry problem, it se ems fitting to 
explain briefly what a compl ete system of budgetery control 
consi sts of in order to demonstrate how this overhead budget 
is not prepared independently of the other budgets, but is 
predica ted upon fitting into the complete budget picture . In 
this way a lso the rea der wi ll be able to appreci a te the 
related problems involved in the preparation of the ~~nufac -
turing Expense Budget. 
B. The Sales Budget 
1. Importance of the Sales Forecast 
This complete picture, in sunwary, begins with a 
forecast of estimated sale s by products, both in units and 
in dollars . This forecast is the most basic of a ll the 
budget esti mates , for all the others to be prepared h inge 
upon it . Their amounts a re determined to a very great extent 
by the probable volume of s a les. Since this sales forecast 
is so b a sic, and the success or failure of the entire budget 
program depends upon its accuracy, it would be we ll to con-
sider in some detail the pr ocedure for sales forecasting . 
T o be really accurate the s ales forecast must look 
beyond the present l evel of business activity, and try to 
(1) Based on: Budgeting, An outline f or use in program o:C 
Discussion Forums N.A.C . A. 1948- 49. 
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anticipate how the future fluctuations of the business cycle 
will affect the sales possibilities of the particular company. 
This phase of budgeting at first seems to call for a highly-
paid staff of brain-trust economists and statisticians, but 
there is a relatively simple ·way for the budget director him-
self to make this forecast . 
2. I ndustry Sales Forecast 
First he must obtain a forecast of the expected 
sales for the entire industry in which his company is located. 
If the company in question is located in an industry for which 
some reliable agency, such as the U. S. Department of Commerce, 
prepares sales forecasts, the industry estimate is readily 
obtainable. If, hovvever, such a forecast is not available, 
the budget director may derive his own by first selecting some 
index of general business conditions which is of such impor-
tance that outside professional agencies publish forecasts. 
Some indices that might be recow~ended are: 
1) Federal Reserve Board ' s Index 
2) Factory Employment 
3) National Income 
4) Wholesale or Retail Prices 
5) Steel Production 
6) Building Construction 
Next a relationship must be established between 
this factor and the sales for the industry in previous years. 
14 
Then a forecast of sales for the industry can readily be made 
by applying the relationship determined to the forecast for 
the selected general business index. 
3. Company Total Sales Forecast 
15 
Having arrived, by either of the methods described, 
at a forecast of sales for the entire industry, the budget 
director's second step is to determine what percentage of the 
industry's total sales his particular company can be expected 
to capture . In estimating this percentage, past experience 
will be g iven the greatest weight; but this should be tempered 
in the light of any proposed policies, such as increased ad-
vertising or the introduction of new products, of which the 
budget director has knowledge, that might change the percentage 
of previous years. 
Vfuen this percentage of industry sales is established 
it is applied to the forecast of industry sales, the resulting 
figure being the over-all dollar volume of sales which the 
particular company may reasonably expect. This figure does 
not of itself constitute the sales budget, but should be con-
sidered more or less as a yearly yardstick by which the 
detailed sales forecast by products can be measured. (1) 
4 . Detailed Sales Forecast 
In order to prepare production budgets, a more 
detailed forecast of sales is re quired than the total dollar 
(1) Rowland, F.H. and Rarr, W.H . Budgeting for Management Control 
forecast. The budget must exhibit the specific quantities, 
in units, of .each type of product that is to be sold. This 
t~~e of forecast should originate with the sales department 
because its personnel is in the best position to make such 
predictions. 
It is generally agreed that the best results are 
obtained if the first estimate of sales comes directly from 
the salesmen. They are the closest to the customers, hence 
better able to judge potential orders. In making their esti-
mates the salesmen should be encouraged to consult the custom-
ers as to their probable purchases. Customers will usually 
be found vdlling to co-operate because they insure better 
delivery for themselves. Secondly, from the psychological 
standpoint, if a salesman makes his own estimate of sales, 
he cannot object to a later inquiry if he falls short of his 
quota, hence this will serve as a further stimulus for him 
to reach the quota. 
These salesmen's estimates should next be reviewed 
by the sales manager, and since he usually has had greater 
experience in the industry, should be modified according to 
his views . Finally, a committee at the executive level 
including, besides the budget director and sales manager, 
top operating executives from all divisions, should meet a nd 
jointly consider the sales manager's estimates. On this sub-
ject it might be interesting to examine the composition and 
duties of the co~ttee which performs this function for a 
16 
corporation located in Binghampton, New York: 
At Ansco we have established 
a management group which is kno'.m. as the 
Production and Distribution Planning Com-
mittee. The committee is responsible for 
the development and approval of annual 
and quarterly production, distribution, 
and inventory plans, subject to the final 
approval of the general manager, and is 
composed of the following permanent members 
with the respective primary responsibil-
ities indicated: 
Member 
General planning 
manager, Chairman 
Director of Marketing 
Research 
Assistant Treasurer 
Sales Service Manager 
Production Control 
Manager 
Responsibility 
Procurement and 
Distribution 
Market Potential 
Finance and Profits 
Sales , 
Manufacturing 
Thegroup is maintained as a func-
tional unit through regular meetings on 
Thursday of the third week of each month, 
on Thursday of the first week of September 
of each year, and at such other times as 
required. Through the assembly and co-
ordination of data relating to potential 
sales and manufacturing facilities, inte-
grated production, distribution, and in-
ventory plans are prepared with the ob-
jective of securing the most balanced and 
profitable operation possible for each 
division. No deviations from approved 
production programs are permitted without 
prior reference to the committee chairman. 
When any occasion arises in which it 
appears that a change in the program is 
required, the matter is cleared promptly 
by the available members so that there 
will be no unnecessary loss of production 
time. 
The regular activities of the 
committee revolve around the specific 
17 
functions shown below: 
1. The development and approval of 
an annual and quarterly sales fore-
cast and manufacturing program. 
2. Establishing annual sales directives 
within the forecast. 
3. Quarterly review, revision, and 
tentative extension of the annual 
sales forecast and manufacturing 
program. 
4. Providing data from which long-
range raw material requirements 
and purchases can be derived. 
5. The development of s ound distribu-
tion policies that result in more 
efficient utilization of warehouses 
and lower transportation costs. (1) 
Even though the committee of any particular company 
will not follow thi s pattern exactly, nevertheless its 
general nature and duties will be very similar. In setting 
the final estimate of sales the committee should especially 
try to reconcile the total of the sales estimat e subm..i. tted by 
the s ales manager with the over-all dollar budget based on 
probable business conditions of the industry which we have 
previously discussed. When this committee, after due delib-
eration has approved the estimate, the sales budget will be 
completed, and the other budgets may be built around it. 
c. Production and Inventory Budgets 
As noted in the Ansc o illustra tion, in conjunction 
with the sales forecast management must plan the production 
schedule so that sales re Quirements will be met pr~nptly and 
(1) Rush, D.M. Interlocking the Sa les Forecast ~n th Production 
Planning N.A. C.A. Bulletin J anuary 15, 1948. 
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a desirable inventory carr ied at a l l times, while at the same 
time achieving maximum producti on efficiency. 
Here care must be exercised , lest , in the desire to 
secure a hi gh volume of production with its lower unit costs, 
excessive inventory carrying charges mi ght be incurred ·which, 
combined v'li th possible losses due to depreci ation , obsoles-
cence or drop in market price, mi ght nullify the gains made 
by the greater volume of production . 
Although this t a sk may seem extremely hazardous, 
the s ame committee which passes on the fina l sales forecast, 
by utilizing careful judgment, can usually produce a fairly 
eff ici ent schedule . Since some pl a nning i s always better than 
no pl anning, among the many benefits which such planning pro-
duces \Ve ma y include: 
1. Lower manufa cturing costs 
2. Reduced peaks a nd. va lleys in production 
3 . Decrea sed l abor turnover, resulting in 
better satisfied employees a nd per -
mitting steadi er work a t better pay. 
4. Eore uniform rates of production with 
experienced help , be t ter quality in 
goods, and be t ter s atisfied customers . 
5. Data through ·which r avJ Il18. teri a l re quire-
ments a nd purcha ses can be planned 
effi ciently to ma intain both a de qu a te 
a nd economica l r avJ rnateri a l inve nt ories. 
6 . A pl an t hrough which t he ri ght t ype and 
cor rect quantity of finis hed goods can 
be made i n advan ce to mee t t he sa l e s 
dema nd. 
7 . Hore eff i c i ent ut ili zati on of s torage 
space. 
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8 . Reduced losses from obsolete products 
by anticipat ion of che.nges in demand. 
9 . Stab_iized employment, a discha rge of 
responsibility to the conrrauni ty re -
sulting in more dependable markets for 
industry. 
10. Uniform hours of work per week through-
out the year. 
11. Reduction of idle ma chine and man hours 
resulting in maximum use of equipment 
and l a bor . 
12 . Bet·t.er control of activities of a vari-
ety of departments in which opera tions 
depend on aspects of volume of business 
to be done , including the industrial 
relations , purcha sing , sales , advertis -
ing , and traffic departments . (1) 
1lhen the planning c orr.rrni ttee , after weighi ng all of 
the a bove factors and the possible inventory losses , has 
determined the production and inventory schedules whi ch will 
produce the greatest total profit for the company , the task 
of translating these s checlule s into detailed cost require-
ments cor.rr•1ence s . 
D. Conversion of Production Budget 
I nto Cost Reouirements 
The production budget which exhibits the amounts 
of the v e.rious types of product to be :rnanufactured is used 
to estima te the quantities of materials, labor , and overhead 
·which will be re c:ruired for the · production. 
1 . Material Re quirements 
If a system of standard costs is in use , determina-
(1) Ibid -plO 
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tion of mat erial re quirements is a sim:ple matter . To 
a scerta in the ~uantity needed, the scheduled pr oduction for 
ea ch product is multiplied by the standard quantity of all 
ma terials going into that product . This quantity is readi ly 
translated into dollars by multiplying the quantity needed 
by the price expected to be paid. The phrase "price expected 
to be paid" is used rather than the term "standard price" 
because in budgeting the aim is to forecast probable resu.lts 
r ather than ideal result s . 
I f a system of standard costs is not available, 
t he production depar t ment must make an ana lysis of pr oduction 
schedules e.nd then estima te the quantity re quirements . These 
estimated re ouirements are again transla ted into dollars by 
multiplying by the price expe cted to be paid. 
2 . ~he Purchase Budget 
Following closely behind the materials budget is 
the purchase budget, which is nothing more than an estimate 
of the amount of material req_uirements which wi ll have to be 
purcha sed, a nd when the orders should be placed . 
The preparation of this budget involves the same 
type of manageri a l decisions a s are necessary in setting the 
production and inventory schedules. In other words, manage -
ment, through the purchasing and pl anning departments, must 
decide how the materi a l re Quirements of the production 
division can most econmrlcally be procured . This decision 
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must be based upon expert judgment in consideration of the 
following factors: 
1. Stocks on hand. The maximum amount 
which is desirable to be carried as 
an inventory item, or the amount 
needed for any particula r production 
or maintenance project is a combina-
tion of the amount a lrea dy on hand a nd 
the amount which is procured and a dded 
to stocks on hand. 
2. The time and extent of probable use. 
This is ba sed on the production or 
other pl anning data which offer facts 
a s to the time at which use is to be 
made of the material, the amount 1Nhich 
is to be used, and the stability of 
that use. 
3 . Storage cost. The expense of carrying 
the material in stock until it is used. 
4. Obsolescence. In determining how much 
of any given material or supply is to 
be purchased, due weight should be 
given to the possibility of change in 
production plans or specific a tions, or 
developments from research which may 
render the IDB terial bought obsolete. 
5. Handling charges. Consideration of 
the storage facilities and other factors 
which may or may not make it economical 
to purchase larger quantities which may, 
of necessity, be stored a t a distance 
from the point of use. 
6. Transportation charges. Carload versus 
less-than-carload freight rates, 
special allowances by vendors of trans-
porta tion charges on shipments of cer-
tain volume, and similar considerations. 
?. Investment costs. Every purchase, 
unless for i mmediate use, carries a 
factor of cost which does not appear in 
the price, and which represents the 
return upon the money invested in the 
purchase for the period. during which 
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the thing purchased is something which 
has been paid for but not used. 
8 . Cost of Buying. This factor is of 
particular importance in the purchase 
of items of small value. 
9 . Quantity price differentials. 
10. :Market conditions and price trends. 
11. Time required for delivery. 
12. Effect of reciprocal buying. 
13. Effect of chan e in demand for one 
product upon that for another. 1) 
3 . Labor Requirements 
The procedure to be followed in estimating labor 
requirements is similar to that for material re quirements. 
Thus if a system of standard costs is in use, the scheduled 
production for each product is analyzed by operations required 
and multiplied by the standard time for each operation, which 
determines the quantity of direct .labor hours needed. To 
translate this quantity into a dollar forecast it is neces-
sary to determine the expected labor cost for each opera tion 
separately, since direct workmen performing different opera-
tions will probably receive different rates of pay. This 
cost for each operation is simply the product of the number 
of hours of that operation re quired times the workers rate per 
hour. If the worker is not paid by the hour, but is on a 
piece-rate basis, then the number of pieces to be produced is 
(1) Handbook of Purchasing Policies and Procedures, National 
Association of Purcha sing Agents 
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multiplied by the piece r ate for each operation. 
Again, if a s ystem of standard costs is not avail-
eble, the quantity of labor must be determined by analysis 
by the production department; the process of translating the 
quanti ty into dollars being the s ame as under standard costs. 
4. Overhead Requirements 
Since the pr oblem of overhea d budgets is the prin-
cipal s ubject of this paper and will be discussed in consid-
erable detail l ater, for the present we shall say merely that 
the amount of overhead to be incurred for the desired quan-
tity of product i on must be estimated at this point. 
This overhead estimate, combi ned vnth the ma teri a l 
and labor budgets vvill now ms.ke available a ll informa tion 
necessary to estimate the tota l cost of the antici pated pro-
duction, and later of the cost of g oods sold. 
E. Administrative and Selling Expense Budgets 
1. Method of Preparation 
The sa les forecast, originally prepared to deter-
mine production re quirement s , can likewise be made available 
to the heads of all the a dministrative and sales departments 
so that, based on the expected volmae , a budget for each of 
these department's expenses can be drawn up. 
The method of estimat ing these expenses ma y vary 
wi th different companies, but the pr ocedure followed by one 
illustrative concern may be summarized a s follows: 
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A careful estimate of each type 
of expense is made--salaries, travel and 
entertaimnent expenses, office supplies, 
stationery, fees for professional serv-
ices, contributions, membership dues, 
telephone and telegraph charges, to name 
some of them. Each estimate is checked 
against past experience, present and 
future policy, a nd other known facts 
in order to arrive at a reasonable total. (1) 
2 . Importance of Administrative and Selling Expense Budgets 
The importance of these budgets should not be taken 
lightly. One writer exp resses the importance of the ad1.n.ini s-
trati ve expense budget in the following words, which could 
be equally applied to the selling expense budget: 
The matter of administrative 
expenses is too often slighted in 
budgetary planning since the adminis-
trative expense budgets are normally 
prepared by the accounting executives 
who themselves are often prone to feel 
that control is necessary ever~vhere 
except in their ovm backyard. In many 
cases budgets for a~ministrative expense 
are prepared simply by taking past ex-
perience and making allowance for addi-
tional projects and salaries desired. 
If the budgetary planning pro-
gram is to be truly effective, the budget 
office would do well to g o into at least 
as much detail in the preparation of the 
budget involving its own familiar sur-
roundings a s those involving the shop 
groups. Forms in use, reports issued, 
clerical and office procedures, should 
all be analyzed and may provide as great 
a saving s potenti a l (at least proportion-
ally) as exists in the shop. (2) 
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(1) 
(2) 
Vilks, P.A. Budgets and Budgetary Control N.A.C.A. 
Bulletin, May 15, 194?. 
Gross, N.H. Budgetary Planning of' Manufacturing Operations" 
N.A.C.A. Bulletin, October 1, 1948. 
When these administrative and selling expense 
budgets are completed and combined with the Production Budget, 
all the operating costs of the business vvill have been esti-
mated . 
F. Non-Operating Income and Expense Budgets 
In like manner, using any of the other budgets 
already prepared which may be helpful and accumulating such 
other data as is necessary, an estimate of non-operating 
income end expense is determined. This forecast should even 
to go far as to include such estimates as bad debt losses, 
interest income and expense, and_ purchase and sales discounts. 
In short, any item which wou~d normally appear on the profit 
and loss statement VJhi ch has not been included in a previous 
schedule should be sho\vn in the non-operating income and 
expense schedule . 
G. Estimated Profit and Loss Statement 
Since the f oregoing budgets should now include all 
items which ~dll cont ribute to the profit or loss of the 
company, it is possible, therefore, to prepare f or manage-
ment an estimated profit and loss statement as illustrated in 
Exhibit I. 
H. Schedule of Plant Additi ons 
Leaving the Profit and Loss Statement and turning 
to the balance sheet items, it first becomes necessary to 
prepare forecasw of plant and e quipment additions contemplated 
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ESTTM.t\TED PROFIT .AND LOSS STATEMENT 
PREPARED FROM BUDGET SCHEDULES 
Sales (Sales Budget} 
Less: Cost of Goods Sold: 
Beginning Inventory 
Add: Cost of Production (Pro-
duction Budget) 
Cost of Goods Available for Sale 
Less: Ending Inventory 
(Inventory Budget) 
Cost of Goods Sold 
Gross Profit 
Operating Expenses: 
xxxx 
xxxx 
Selling Expenses (Selling Expense 
Budget ) xxxx 
Administrative Expenses (Adminis-
trative Expense Budget) ~ 
xxxx 
xxxx 
xxxx 
Total Operating Expenses xxxx 
Net Operating Profit xxxx 
Add: Other Income: (Non-operating Income 
and Expense Budget) 
Less: Other Expense: (Non-operating Income 
and Expense Budget) 
Estimated Net Profit for the Period 
EXHIBIT I 
xxxx 
xxxx 
xxxx 
xxxx 
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during the budget period. Aside from the f a ct tha t t h is 
schedule is re quired in order to complete the bala nce sheet 
forec a sts l a ter, its prep a ration may prove of substantia l 
v a lue to mana gement in its o~~ ri ght. 
1. Va lue of Schedule of P l a nt Additions 
If the expcnsion pr ogr am involves a ny gre a t amount 
of construction, a d e t a iled f or eca st offers the opportunity 
to p l a n the constructi on program so tha t ma x i mum efficie ncy 
a t lowest cost may b e procured e ither through the com any's 
own constru ction depa rtment or throug h out side contra ctors. (l) 
· ith re g a r d to prop ose d exp e n ditures f or e qui pme n t, 
which a lso a re included in thi s budget, t he control ex ercised 
by m n ag ement shou ld be very close. Any investme nt a pproved 
s h ould b e t he r e sult of a study vvhi ch proceeds somewha t a s 
fo l lows : 
1. As the re sult of a n i dea crea ted by 
a f or eman, desi gn - e n g i neer, or pro-
cess eng ineer, time-study man, direct 
wor k ers, or othe rs, thP.t the a c quire-
ment of a new fa cili ty would result 
in lower cost, hi gh e r qua lity or in-
crea sed ou t pu t , a r e co:rmJ.end tion is 
f orwa rded to the p l a n t method s a n d 
de v e lopment s e ction . 
2 . Th e sugge st i on is s tudied, and i f it 
i s found to h ol d promi se , s pecif ica -
t i ons and (whe r e v e r ne ces sary ) out l ine 
drawi n g s a r e i s sued b y t he p l a n t 
methods and developme nt s e cti on vhich , 
t og ether Y!i th a " re que s t f or e sti ma t e , 11 
i s for warde d to t h e p l ont ac c ounting 
section . 
(1 ) Houc k , R . G. Budg etary Revi ew of Plent Addit i ons in a 
Public Ut i l i t y N.A.C.A. Bulle t i n Novemb e r 1, 194 8 
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3 . The e stimator a s s oci <: ted -\·;i t h t he p l ant 
a ccounting secti on ca lcu l a tes t he cos t 
of t he fa ci l ity and c oll EJ.b or n t es '\Ni th 
the t i me s tudy sect ion in determining 
the di re ct l a bor s a vi n gs . He a lso 
de t ermi nes whe t her t he typ e of expen d-
iture v1arra nts a ca pi t a l or exp e n s e 
cla ssifi ca t i on . The a f or ement i oned 
e s t i ma tor a l so consi ers the need for 
the f aci lity in the light of produc -
tion requirements a nd ~oro,..,er ba lance 
Y-Ji th other e c~ui J?It1Gnt . 
4 . The r esu l t s of t he fore g oing study are 
s umnl"' r i z ed on c\ r equ e st f or e sti nwte s 
whic h is then returned to the rne.nager 
of the d i v i s ion d i re ctly affe cted b y 
t he pr o ject, t ogeth er wi th the r e com-
menda tion of t he p l ant a ccount i ng 
section. 
5 . I f t h e divisiona l me n Bger E~ pprove s the 
proj e ct , the r e qu est f or es tima t e is 
r et urne d t o the p l c..nt a ccounting sec-
tion a nd serve s e s s uthor iza t i on of 
a n "appr o~ri at ion re qu e s t . " 
6 . Th e appropri etion r e quest cont a i n s the 
f oll mving inf orma ti on : nmount, exp e c ted 
s a v i n gs , rea s on s , c l As s i f ica t i on of 
exy endi t ures (cap i t a l or expense ) , a nd 
va lue of c-.b e.ndone d equ ipment . I t is 
f or w&rded for prope r approva l s t o: 
Division Hanager , if up t o ;)300 ; Depart -
ment Manager , i f f'r om ~?30 1 to $ 750 ; 
Departme nt Manager and Exe c utive Vi c e 
Pre sident i f over $ 750 . 
7 . · n approved request for ppropri a tion 
pe r mi t s the re l ease of ···10rks order s 
a n d re quisitions f or purchases by the 
plant ac c ount ing s e cti on . (1 ) 
Thus a detailed f'ore cast of plEmt and e quipment 
ex;_;endi tur es enab l es ma nagement t o p l a n capa city to take care 
(1 ) Lewis , E . E . The Control of Ca~i tal Ex endi tures 
·J . J. . C . J... . Bulle t i n , November 15 , 1940 
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of the budgeted pr oduction some time bef ore the equipment 
is a ctua lly needed for production . 
I. Cash Budge ts 
1 . I mportance of Qa sh Buc .. gets 
The next me. jor phase of the budget progr am , and 
one of the mos t i mportant, involves the f orece. st of cash 
a vailable e.nd r equired ; in other words ca sh recei pts and. 
disburser.!ents . To illustra te the i nportance of t hi s fore -
cast we :rne.y quote briefly from a well- knovm c. uthor in this 
field: 
Insufficient ca pital is one of 
the princi~a l ca uses of busine ss f a ilures . 
In mnny ca ses this condition could have 
been avoided i f the nee d for addi tiona l 
capital had been f orecast and pl ans made 
in advan ce to secure the funds . But the 
probable cash requirements are seldom 
carefully computed a nd compa:re:J with esti -
rna ted cash receipts. Too often the need 
for additional c a sh is not known until the 
condi tion becomes desperate . The improper 
temporary mea sures f re quently used to 
secure fund s to meet the i r.,medi ate require-
ments are likely, in the end, to ·weaken the 
financial structure. carefully outlined 
progr~:..m indica ting whe,t financing will be 
required and how it is to be provide d will 
be helpful in exercising intelligent finan-
cial control. (1) 
Furthermore, from the credit standpoint, if a 
business should find itself in need of a short-term loan to 
meet current obligations , the pr ospect of such a loan being 
gr anted is much brighter if the company in questi on can 
(1) Bartizal, J.R. Budge t Principles and Pr ocedure 
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furnish its bankers not only v.Ji th the customary profit and 
loss statement and balance sheet, but also vtith a detailed 
statement of the proposed uses of the cash, and from what 
sources funds are expected to be collected to discharge the 
debt. 
2 . Cash Receipts Budget 
In order to prepare the f orecast of ca sh receipts, 
data pertaining to estimated sales, the turnover of accounts 
receivable, a nd any other financing progr ams under contem-
plation must be available. 
Starting with the a ccounts receivable at the begin-
ning of the ye ar, after deducting estimated uncollectible 
accounts and cash discounts, and continually a dding estimated 
sales by months, the emount to be collected from s a l es in 
each month is estimated . This procedure may be illustrated 
in the following hypothetical case: 
1) Estimated bad debt losses - 2% of sales. 
2) Cash Discounts allo·wed - 1% if paid in month 
billed or in fi rst month following. 
3) Average collections of credit sales: 
In month billed 10% 
1st following month 40% 
2nd following month 20% 
3rd following month 15% 
4th following month 10% 
5th following month 3~ 
98% 
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4) Accounts Receivable J anuary 1: $ 20,500.00 
made up of: Gross Sales Uncollected 1/1 
Oct. Sales $1o ,oo~.oo $ 3,ooo.oo 
Nov. Sa les 8,000.00 4,000.00 
Dec. Sales 15,000.00 13,500.00 
$ 20,500.00 
5) Estimated Sales (from sales budget): 
J anuary ~~ 12, 000.00 
February 10,000.00 
March s,ooo.oo 
With this data listed above the schedule of receipts 
s hown in Exhibit II could be prepared. It must be noted that 
the accounts receivable from October, November and December 
sa les are the amounts remaining after the usual pe rcentage of 
these months' sales ha s been collected. 
Although for purposes of brevity the illustration 
is pr esented f or only the first quarter, this forecast would 
of course be projected in the s ame manner through the comple te 
budget period . 
To this forecast of collections from a ccounts re-
ceivable would be added a detailed estimate of cash to be 
received from such ot he r sources as: 
a) Interest Income 
b) Renta l Income 
c) Dividends Income 
d) Issuance of Bonds 
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Collections 
From: 
Oct. Sales 
Nov. Sales 
Dec. Sales 
J an. Sales 
Feb. Sales 
Mar. Sales 
Totals 
CASH RECEI PrS BUDGET 
Accounts 
Reserve For To Be Sa les Cash Receipts Receivab le 
.Amount Bad Debts Collected Discounts J an . Feb~. Mar . Harch 31 
d!> 17 000 ~f 0' $ 200 $ 2 ,800 f.> ~? ---- $1,500 $1,000 ~ 300 <R ~ 
4,000 160 3,840 
----
1,600 1, 200 8 00 240 
13 ,500 300 13, 230 60 5,940 3,000 2,250 1,950 
12,000 240 11,760 60 1,188 4,752 2,400 3 , 360 
10,000 200 9,800 50 --- 990 3,960 4,800 
8 ,000 160 7,840 8 --- --- 792 7,040 
f~ 50 '500 $1, 260 :~i49 , 240 ~?17 8 $10, 228 10,942 10,502 -~ ~;) 17 '390 
EXHIBIT II 
c.N 
c.N 
e) Issus!l.c e of Notes Paye.ble 
f ) Sale of ~dditional Stock 
e ) Sale of Fixed .:. ssets or Investments 
h ) I.:fiscellaneous Sources 
The final r esult would t hen represent an a ccurat e 
f orece st of ca sh to be availa b le from month to month for 
proposed expenditure s . 
3 . Ca sh Disbursements Budget 
In order to complete the ca sh disbursements budget, 
estimat es must be ma de of a ny proposed ca sh outlays not 
a lrea dy covered in a previous schedule such as: 
a) Insurance Premiums 
b) Federal I ncome Taxes 
c) State a nd Local Property Taxes 
d) Payment of Notes Payable 
e) Redem"9t ion of Bonds p yable 
f ) Redempt ion of Capita l Stock 
The ca sh disbu.rsements budget can then be made up 
by combining, in addition to the above items, the follovJing 
budgets alr ea dy discussed: 
a) Purchase Budget 
b) Lab~r Budge t 
c) Ove rheed Budget 
d) dnL'lnistra tive Expense Budget 
e) Selling Expense Budget 
f) Non-operating Expense Budget 
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It must be note d however that these budgets must 
a ll be modif ied to determine only t he e.ctua l ca sh expendi-
t LIT e s required in each month of the budget period. For 
insta nc e , to the purcha se budget the accounts payable a t t he 
begi nning of t he pe riod must be a dded, for they will be paid; 
t hen t he probable accounts payable a t the e nd of the per i od 
and t he expected :purcha se discoLmts re deducted beca use t hey 
will not re quire cash duri ng the :pe riod. il.. similar process 
is f ol lowed \~th respect to payrolls accrue d at the beginning 
and end of the :pe riod; but here also the amounts to be vdth-
held f rom employees wages for such matters as payroll taxes, 
income taxes, or union dues must be considered . These amounts 
will not be cash re ouirements of the period in which the pa y-
roll is paid but of the p eriod in which these amounts must 
be remitted to state or local g overnments or to the union . 
4 . The Ca sh Summary 
A bird ' s - eye view of the ca sh position throughout 
the budget period can then be readily obtained by sta rting 
vd th the cash ba lance a t the be ginning of the period, adding 
the estimated recei pts and subtracting the prop osed disburse -
ments month by month to arr i ve e.t the expected balance at the 
end of each month . 
From this sur-JIUary management vvill easily be able 
to determine any weaknesses in the :proposed financial program 
and to take wha tever action may be necessary to remedy these 
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defects. The contribution made to sound management by such 
pl anning is brought out in the f ollowing paragraph : 
There are only tvvo ma jor prob-
lems in operating a business . All other 
business pr oblems are subordinate to them. 
These t wo- main problems are , first, how 
shall we make a profit, a nd second, how 
shall we keep adequate ca sh in the bank? 
S ome people may say that we do not have 
t wo problems, but only one; that if ade -
quate profits can be earned, the cash in 
the bank ·will take care of itself. But 
you and I knovv- that this is not true. 
·7e have all seen the heart-ren<Hng spec-
tacle of profitable organi zations dmm. 
on their knees saying "Uncle" to stony-
faced banks, not because they did not 
know how to make a profit, but because 
dividends, plant expansion and oversized 
assets had drained the ca sh out when it 
was needed most. (1) 
J. Estimated Balance Sheet 
From the matters discussed in the preceding pages , 
it is apparent that all the information is a vailable to pro-
ject the balance sheet at the end of the period. 
In short, the budget director need only to start 
with the balance sheet f or the beginning of the period , and 
relying on such data as the budgets already drawn up contain, 
he must analyze the expected increases and decreases to every 
account t o arr ive a t the anticipated balance of each account 
at the end of the period. These figures can then be combined 
to form the estimated ba l ance sheet for the closing date of 
the peri od. 
(1) Goldsborough, R. Controlling Profits and Cash Through 
The Budget N._ .C.A. Bulletin February 1, 1938 
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K. Value of Estimated Statements 
The preparation of the estimated balance sheet in 
conjunction with the estimated profit and loss statement can 
be of considerable value to the management vvhich knows how 
to analyze them properly. 
1. Analysis of Estimated Profit and Loss Sta tement 
The profit a nd loss statement estimated for the 
coming period should be c arefully compared with actua l profit 
and loss statements of previous years with an attempt to dis-
cover any apparent trends, either favorable or unfavorable. 
If any increased expense or reduced income trends 
are noted, a further investigation should be conducted to 
determine what remedial action can be taken to prevent these 
losses from occurring. 
Likewise, if a favorable profit trend is noted, 
management may be able to push it further to produce even 
grea ter profits. 
2. Analysis of Estimated Balance Sheet 
In similar fashion a scrutiny of the b a l ance sheet 
may reveal an unfavorable closing position from some aspect. 
For instance, the ending ratio of current assets to current 
liabilities may be und.uly weak for presentation on the state-
ments which will be published and subnutted to stockholders 
and creditors. Again, this fact is noted a sufficient time 
in advance so that action can be t a ken to prevent the 
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occurrence of this unfavorable picture. 
Conversely, the balance sheet analysis may reveal 
an opposite type of conQttion; for example, that the amount 
of working capital would be in excess of current needs might 
be disclosed by this analysis. These funds could perhaps 
be more advantageously invested in income-producing securities 
which would contribute to total profits. 
3. Revisions of Estimates 
It should be realized, of course, that any changes 
in the budget program brought about as the result of the 
analysis of the profit and loss statement and balance sheet 
may require the revision of preceding budget schedules. 
These changes must be made not only on the original schedule 
affected but also on any succeeding schedules in the same 
sequence as the budget was originally prepared until they are 
reflected in the estimated financial statements. 
L. The Complete Budget Picture -- Concluded 
Since the preparation and analysis of the estima ted 
fin ancia l sta tements, followed by any necessary revisions, 
constitutes the final step in budget preparation, our dis-
cussion of the complete budget program is concluded. 
From the foregoing description, necessarily brie~, 
it is hoped that the reader will have obtained a good per-
spective o~ the entire process of the prepar ation of budgets 
and can thereby visualize hotv the budgeting and control of 
manufacturing overhead expense fits into this complete 
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pattern of budgetary control a s one part of a complex 
mechanism. 
c.u:t:: U.t::}ltLL· villt::lJ. vo::> o::>UJ:J}I.L,YJ..H C, ;:,c ..L V..Lvvi:l ..1. u..L 
the benefit of other departments (e.g. 
steam and power plants, maintenance de-
pa rtments, and tool room), or departments 
where the operations may not be directly 
applied to units of finished product (re-
ceiving dep artments, stockroom, etc.). (1) 
2. Reasons f or Departmenta l Classification 
The rea son for this type of classification is that 
all budget ry programs rest up on the principle tha t costs are 
controlled by individua ls, hence the responsibility for every 
(1) Paton, W. A. The Accountant's Handbook 
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III. Classification of Overhea d Expense 
Assuming now that the forecasts of sales and 
inventory re quirements have been prepared according to the 
procedures described in the preceding pages, and have been 
converted into a production budget, we may nm~ b egin to in-
tensi vely examine the proc~ss re quired in using the produc-
t ion budget to determine the }~.nufacturing Expense Budget. 
A. Classifica tion By Departments 
1 . Definition of Service and Production Departments 
The first step in this process involves the cla s-
sification of a ll over hea d e xpenses a ccording to production 
and service departments. These two types of departments ma y 
be distinguished a s follows: 
Direct or Production departments 
are dep ar t ments working directly on the 
product. 
Indirect or Service dep artments 
are departments supplying services for 
the benefit of other de partments (e.g. 
steam and power pla nts, maintenance de-
partments, and tool room), or departments 
where the operations ma y not be directly 
applied to units of finished product (re-
ceiving departments, stockroom, etc.). (1) 
2 . Re a sons for Departmenta l Classifica tion 
The re a son for this type of cla ssification is tha t 
a ll budgetary progr ams rest upon the princi ple tha t costs are 
controlled by i ndividua ls, hence the r esponsi bility for every 
(1) Paton, W.A. The Accountant's Handbook 
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cost must be fixed up on some one individual who must control 
it. 
If the account cla ssificat ion 
is not such that s ome one person is re-
syonsible to the greatest extent possible 
for each individual item of cost, much of 
the work performed is wa sted. For budg-
etary control purposes, the account break-
dmrn must fit the organiza tion chart of 
the company . Specia l suba ccounts should 
be provided to accumulate the expenses 
for each supervisor who is in a position 
to incur and/or cause expenses, providing 
sufficient detail to allow ade c1ua te anal-
ysis for the unit. Even the indirect 
service departments must be cha rged for 
those expenses over which the department 
he ad exercises control, even though such 
expenses will be prorated to other depart-
ments or op er ations. (1) 
B. Classification By Type of Expense 
1. T;ype s Defined 
Within ea ch pr oduction and service department every 
expense must next be classified as fi xed, vari able, or s emi -
vari able . The fol lowing definit ions of the three t ype s may 
be considered adequate: 
1. Non-variable or fixed exuenses rema in 
unchanged under varying conditions of 
op eration. 
2 . Semi-vari able or qua si-fixed expenses 
tend to vary with changes in volume 
of business a ctivity but not in a 
fixed proportion to that volQme. 
3 . Vari able expenses not only vary with 
changes in volume of busi ness activity 
(1) Gross, N. H. Budgetsry Pl anning of r.·fanufe.cturing Operations 
N .A.C .A Bulletin October 1, 1948. 
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but rn.ai n t a in c:. fixed r eti o to tha t 
volume . (1 ) 
I t must be e~phasized , howe ver , tha t the se defi ni -
t i ons ca nnot be interpre ted s trictly t o the let ter. .Almost 
e very ex:9ense cl2s sifi e d c.s f ixed hfl s some ver i eble ele ._ent s , 
end t here are very few c l a ssified a s vari able the.t vary 
exectly in proporti on to pr oduction . Hovvever, i f these 
def i nitions are applied reasoncbly , a s a tisfa ctory cla ss i f i -
ca t ion ca n be obtain~d . 
2 . Rea sons for Cla s s ification by Type 
Obviously this clas cifi ca tion mus t be 1JI..£-.de in order 
t o e stimate the probable amounts of t hese expenses at the 
proDosed volL~e of p roduction . I n addition to this reason , 
however , mE nagement must know f or control purp oses v1hich 
expense s will f luctuate an d ·which will not . Those that will 
f luctua t e can be controlled by management to a grea ter or 
lesser extent, while those that will not fluctus. te are beyond 
pra ctic~l management control . The fixed exp enses e r e there -
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f ore a l s o term.ed uncontrolla ble e. pen ses , b e cause their amounts 
are not determine d by manageme nt decision; and conversely , the 
seiT1.i - vari e.b l e and v r:. ri c-,ble expen se s are b oth r eferre d t o also 
a s controll able expenses . 
c. I mportance of Fixed and Vari eble 
Costs -- Illustra ted (2) 
To impress the i mp ortance o:f t his classifica tion 
(1 ) S incla ir , P . Budgeting 
( 2 ) A.da};)ted f rom: Howell , H. E. Streamlining Your Overhead 
1\ . i ,. . C • .A . Yearbook 1940. 
for control purposes, let us consider the vari ations in 
profi ts under some typics.l situations. In these situations 
vJe shall meke use of the cost concept known as "marginal 
income ," which is the difference between the s a les pr ice and 
the vari able costs , or the margin r emaining to cover fixed 
costs and profits . In these illustrations we shall have one 
ba si c situation, and to it we shall compare che.nges in profits 
brought about by different conditions of costs and s a l es 
price . 
1. Increase or Decre ase in Volume; Price , Fixed and Variable 
Costs Remaining Constant 
Sales 
Vari able Costs 
(?2¢ per sales 
dollar) 
Fixed Costs 
Total Costs 
Profit 
Case 
Case 
Case 
Base 
c!!o 
.,; 400,000 
288,000 
84 , 000 
3?2 ~000 
~-;p 28 ,000 
(a} 
360 ,000 
84 ,000 
444 ~000 
,:~ 
w 56 ,000 
(b) ( c} 
~'>600 ' 000 ~~30 0' 000 
432 ,000 216 , 000 
84 ,000 84 , 000 
516 1 000 300 1 000 
$ 84,000 
-0-
(a) : l...!l increase of only 25% in volume yields 
an increase in profit of 100% .• 
(b) : An increase of 50% in volume yields an 
increase in profit of 300% . 
(c) : A decrease of 25% in voltun.e results in 
8. decrease in profit of loo%. 
Throughout this illustra tion, since the marginal 
income was only 28¢ per sales dollar, every change in volurne 
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of $100,000, or 25% of the basic case, caused a change in 
net profit of $ 28,000, or 50% of the basic ca se profit. Let 
us now consider such effects if the marginal income were 
greater, but with fixed costs a lso greater. 
I n this situa tion the ve.ri able · costs vvill become 
60¢ per s a l e s dollar , l eaving a margina l income of 40¢, but 
the f i xed costs v1ill become $132,000, so that the profit in 
the ba sic illustra tion wi ll remain the s ame. 
2 . Increase or Decrease in Volume with Greater Margina l 
Income and Fixed Costs 
Ba se (a) (b) (c ) 
Sa les A <,j>400 '000 ~~ 500 ,ooo ~''600 000 Y. ' 6 <?, 300 ,000 
Variable Costs 
(60¢ per ,., ) ;.:) 1 
" 
240,000 300 ,000 360,000 180,000 
Fixed Costs 132 ,000 132 ,000 1 32 '000 132,000 
Tota l Costs 3'7 2 2000 432 2000 492 1000 312 1 000 
Profit Loss * ri~ 28 1 000 ~l, 68 2000 3~ 108 000 A l2 1 0oo* or 'ir ';( ' I .::;.? 
Ca se (a ) : An increa se of 25% in volume yields an 
increa se in profit of 143% . 
Ca se (b) : An increase of 50% in volume yields an 
increa se in pr of it of 286% . 
Case (c) : 1:.. decrea se of 25% in volume results i n 
a de cre a se in profit of 143% whi ch ca uses 
a loss of ~12 ,000. 
From t his illustra tion it is evident t hat a company 
whose f i xed costs are proportiona t e ly hi gher , even though i t 
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may have lower vari able costs, is more sharply aff ected by 
change s in volQme than the company of the fir st illustration . 
The rea son for t hi s is , of course , the. t ea ch addi -
tiona l dollar of seles yields a greater contribution to fixed 
costs and to l?rof i ts bece use the mc:.rgin 1 i ncome is grea t e r . 
I n t~e sec ona illust r e tion e ch dollRr of s a l es ~ained or 
lost meant G gai n or loss of 40¢ applied to f i xed cos ts and 
pr of it , v.rhile in the first the gEdn 01~ lo ss 1.vas only 2-8(1 er 
doll2r of sa l e s . 
I n b oth of these situa tions , the pr i ce per unit wa s 
unchc:.nged ; any devi c t i on in tota l sales being ce.use d by a 
chan ge in the number of units sold . Let us now consider the 
effe ct of 2 change tn the s · .. les ~rice pe r unit . 
0 . I ncreu s e E.nd De crea se in Unit e. l e s Pl~i ce , .. !:...11 Cost Fr::. c t ors 
Rei~ining Conste n t 
Ba se (a ) (b) 
Sa l es i'i400 0 00 
.. ) !'>44 0 000 ,, ' ~36 0 , 000 
Var iable Costs 
( 72¢ 
Fixed 
Tot .. 1 
Profit 
per 0 1) 288 , 000 288 , 000 288 , 000 
Cost s 8~_000 84 2000 84 2 000 
Costs 3 72 2000 3 72 :1 000 372 :1 000 
or Loss * -·· ~ 28 1 000 <"-· 68 ! 000 
'\ 
* \z) \P ' 1 2 , 000 
Cas e (a ) : An increa se in sa l e s price of 10% yi e lds 
an increase in ~rofit of 143% . 
Case (b): A decre a se in sa l es price of 1 0% yields 
a de creas e in ~)rofi ts of 143% VJhi ch causes 
a loss of ~ 12 , 000 . 
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This illustr a tion demonstr8tes that a c h~nge i n unit 
se lling price ca uses c;_ profit f luctuJ?.tion greeter then that 
ceused by a chenge in volume . This i s du e to the fa ct tha t 
every dollar of ch nge in sal es pr ice is 100% reflected i n the 
tot a l pr of i ts , since e ch dolla r is a pure addition to , or 
subtraction from , the pr evious margina l incoiJ.e . ,. hereas , for 
every dolla.r of change in sales volume , so:r1e :p or ti on of tha t 
dol l a r will be reflected in tota l va ri able costs so tha t the 
change i n ne t l)rofits will only be the result of t he margi nal 
income ge ined or lost by the difference in units sold . 
Havi ng considered the effects of increased end 
de creased t otal sa l e s ca used either by price or volume changes , 
l e t us turn to changes in -profits ca u s ed by cost variations . 
4 . Increase or Decrea se in Vari able Costs; ~11 Other Fa ctors 
Remaining Constant 
Base (a) (b) 
Sa l e s -~ •,y400 , ooo ~400 , 000 ~~400 ,ooo 
Variable Costs 288 ,000 2?4 , 000 302 ,000 
Fixe d 
Tota l 
Profit 
Costs 84 , 000 84 , 000 84 , 000 
Cos ts 3 ?2 2000 358 a000 386 a000 
~ 28 2000 Jl, <;? 42 2000 ~~ 14 2 000 
Ca se (a ): A decrease of 5% in varia ble costs yields 
a n increa se in profit of 50%. 
Ca se (b): An increa se of 5% in vari able costs 
results in a decrea se i n profit of 50%. 
Fro~ this situation it is e vi dent that a fluctua tion 
in vari e.ble costs is a ccompc nied b y a greater percentage 
f luctu tion in total profits , bec ause any change in veriable 
costs is a 100% change in margina l incone. Therefore, it i s 
a pure increa se or de crea se of t ota l prof its in the s ame 
manner a s a n increa se or decre a se in unit s a les price. 
5 . Increa se of Decrea se in Fixed Costs ; All Ot her Fa ctors 
Remaining Constant 
Base (a} ( b} 
Sales $ 400,000 d'' 4-00 000 ¥. - , $ 400,000 
Vari able Costs 288 ,000 288 ,000 288 ,000 
Fixed Cos ts 84 ,000 80 ,000 88 ,000 
Total Costs 372 2 000 368 1 000 376 2 000 
Profit $ 28 2 000 <l• <j,l 32 ,000 $ 24 1 000 
Ca se (a) : A decrease of 5% in fixed costs yields 
an increase in profit of 14%. 
Case (b) : An increase in fixed costs of 5,;? j'o results 
in a decrease in profit of 14%. 
Comparing t he situation 4 ~dth situation 5, we find 
that a 5% fluctua tion in v ariable costs pr oduces a greater 
fluctua tion in tota l profits than a similar percentage flue -
tuation in fixed costs. This is due, however, merely to the 
faqt tha t variable costs constitute a greater portion of 
total costs in these ca ses than do fixed costs . Hence 5% of 
v riable costs would be a grea ter dollar amount than 5% of 
fixed costs . 
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It should be noted, furth er more, and the f a ct merits 
con siderable empha sis, that in a ll of the s e situations, except 
t he one i llustra ting change in volume, regardless of t he :per-
cent age of change, t he dollar amount of t he change is 100% 
r eflected in the tota l dollar :profit. It is only the r e la-
ti onshi p among t he va rious f a ctors of costs and s ales t ha t 
vari es . I t is further cautioned that the r e a der should not 
b e :mi s l ed by mer e pe rc entage fi gures but s hould rel a te t hem 
to their dollar amormts, since a small pe rcentage t aken on a 
l a r ge fi gure may produce a l arger dollar amount than a l ar ge 
percentage t aken on a sma ll fi gure. 
From these illustra tions, however, it is hoped tha t 
t he r eader may ha ve begun to r ea lize the necessity f or cla s-
si f ying overhead costs a ccording to t heir vari ability. 
D. Manageria l Use of a Knowledge of 
Fixed and Variable Costs 
The numb er of manageme nt decisions which a knowl-
e dge of fi xed and vari able cos t s he lps to solve are numerous. 
For instance, we mi ght consider the ca se of a product which 
seems to be carried so unprofitably that the decision of 
whe t her to continue or discontinue produ cing it is being con-
templated. 
The sal e s and cost fi gure s for this product, a s well 
a s for the othe r products of t he company, a ppear below: 
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Sales 
Vari able Costs 
(Materi al, Labor 
and Vari able 
Overhead) 
Fixed Costs 
Total Costs 
Profit or Loss* 
Product .A Product B Product C 
$50,000 $ 75,000 ~;> 110 ,000 
25 ,000 38 ,000 70,000 
20 ,000 30 ,000 45,000 
45 1 000 68 1 000 115,000 
$ 5 1 000 <ll> 'iP 7 2ooo 4" '1? 5 1ooo* 
Total 
:di235 ,ooo 
133 ,000 
95 ,000 
228 1 000 
$ 7,ooo 
At first glance it would appear that since Product C 
shows a $ 5,000 loss, while :products A a nd B both show :profits, 
that by discontinuing Product C the total profit would be 
increased by the maount of the loss formerly incurred by this 
item. 
.Assuming that Product C were discontinued, if the 
fi xed costs are truly fixed, the oper a ting results for the 
remaining t wo products would then app ear as follows: 
Product A Proc1uct B Total 
Sa les ~~ 50 ,ooo $75,000 ;~ 125 000 
. ' 
Vari able Costs 25,000 38 ,000 63,000 
Fixe a. Costs 38 ,000 57,000 95,000 
Tota l Costs 63,000 95,000 158,000 
Profit or Loss * $13,000* .) 2o,ooo* $ 33 1 000* 
It should be evident now that if Product C were 
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discontinued, Product A and Product B having to a bsorb the 
fix ed costs formerly borne by this line would both show losses, 
and the tota l for the company, instead of being a $ 7,000 profit 
would be a $33,000 loss. The reason is that Product C. has a 
mar gin above its variable costs of $ 40 , 000 which can be used 
to cover fi xed cos ts. ~,:Then this me.rgin is l ost, the other 
pro ducts ' shares of f i xed costs bec ome higher . I t is there-
fore more profitable in this i nst ance to continue producing 
Product C. 
However , if this company's management did not have 
a n ade quate cla ssification of fixed a nd variab le cost s , it 
might have unwittingly made a very disastr ous decision . 
In a similar manner an a deq_ua t e knowledge of fi xed 
and vari able costs can guide manageme nt in its de ci si ons 
regar ding : 
1) E-"Lpanding plant facilitie s . 
2) Closing down existing department e . 
3 ) Opening new de partments . 
4) Discontinuing pr e sent sa l es t err itories . 
5 ) Developing new s a l e s terri tories . 
6) Purchase of new equipment to repl ace present 
equi pment. 
E. The Break - Even Chart 
The cla ssif ication of fi xed and vari able cos ts i s 
a l s o u se d by management to determine the so- ca lled "br eak-
even point," that is t he p oint a t 1Nhich tota l s a le s wi ll b e 
e qua l to th e sum of f i xed a nd variable costs, lea ving neither 
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a ~refi t nor a loss . Although this point ma y be ca lculated 
mat hematica lly, mor e s a tisfa ct ory re sults a r e obta ined through 
t he u s e of an income gr aph similar t o t ha t shmvn in Exhibit III. 
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EXHIBIT III (1) 
This particular graph is based on the assumption 
that ~ixed expenses wi ll remain the s ame at zero or capacity 
and that variable costs will be the same for each sales 
dollar. 
(1) Foy, T.D. Variable Budgets in the Control of Costs 
J.~ .A.C.A. Bulletin November 1, 1947 
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1. Explanation of Cost Lines 
The fixed expense line is, therefore, drawn as a 
strai ght line a nd becomes a founds tion upon which the vari able 
costs must be added. 
The total cost line which is the result of adding 
the variables to the fixed costs naturally be gins to increase 
from a low point equa l to the fixed costs at zero capacity to 
the high point of total costs at 100% capacity. 
As previously stated , the graph in this pa rticular 
illustration is predicated upon the a ssumption that variable 
expenses will be the same percentage of each sales dollar, 
e.nd fixed e xp enses will be the same a t all levels. 
This is e quivalent to stating that, from the unit 
cost standpoint, the vari able expense is fixed, because it 
will a l ways be the same amount per unit; and the fixed expense 
is vari a ble, since it changes vvith volmne. In other words, 
vari able expense mi ght be 50¢ per unit regardless of the vol-
ume of production, while total fixed expense of $40,000 appor-
tioned over production mi ght be so¢ per unit if 50,000 units 
were produced and 40¢ per unit if 100,000 units were produced . 
The writer has heard considerable deba te concerning 
the accura cy of this graph in practical business where neither 
of these a ssQmptions norma lly could be found to exist in 
strict definition. Fixed exp ense is rarely absolutely fixed, 
nor is vari able expense absolutely va riable in proportion to 
production in most businesses . 
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One school of thought in this debate ma intains that 
for practi cal purpose s this type of graph may be used, for 
although it does not yield ab solute accuracy , nevertheless 
for the purpose intended it is near enough to be of practica l 
use. Costs a re estimated in this f a shion at the high and low 
points and a strai ght line connecting them is drawn. 
Another more theoretica l school maintains that t otal 
costs should be estimated at short intervals from zero to 
capacity, with either t he total cost line extending upward 
in an irregul r or sta irlike manner , or else the cost line 
should be plotted a s a straight line by using the method known 
as "least squares" to determine the me thematical average of a ll 
the cost points . 
The first school, while it concedes that the second 
method yields a more accura te gr aph, doubts ·whether this 
additional a ccura cy warrants the addit iona l amount of time 
end expe nse required. 
1J.1he writer would prefer to steer a middle course 
between the t wo schools; estimate the tot a l cost~ a t perhaps 
four possible sales volumes, a nd by inspection, plot a 
stra i ght line which will repre sent an approximate average of 
the total cost points so obta ined. Inspection, r a ther than 
the method of lea st s qu ares, is preferred bece.use under the 
l atter method an extreme cost vnri e tion at an a bnorma l level 
of capacity would be ref lected throughout the chart . But 
when the line is drawn by inspection, the person preparing 
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the chart can use a little discre tion to p lot the line tha t 
wi ll most reas onab ly appr oximat e true c osts . 
2 . Exp l a n a ti on of Sales Li ne 
The sa l es l i ne offers no suc h compli c a t ions . I t 
is simply a diag onal line , i n creasing upward and outward at 
a n even r a te from zero to c apacity , so tha t i t ca n be read 
equa lly well on both the vertical and h orizont al scales . 
3 . Re a ding the Chart 
The brea k - even point then i s found a t the point 
wh ere the sa les line intersects the tota l cost line . ;~.. ver -
t ica l or horizonta l line f rom this point to t he v e rtica l or 
h ori z ont s l sca le will det ermine the vo l ume of sale s a t the 
break- even point . 
t the intersection of t he s a les nd cost lines the 
tota l s c.:, l e s a nd tot a l costs c.r e e qu a l . I f sa l e s volume f a l ls 
t o t he left of this p oint loss will resul t , while to the 
rig ht, p rof its ·will be e s.rned . I t is , therefore, the objec -
t ive of g oo d ms na g ement to g e t the co s ts line under th e s a les 
li n e a t t he lowe s t volume possible , which will g ive a grea t e r 
mar g in of Safety betwee n the proba ble volume of s a l e s a nd t he 
volume a t vhich opera tions vvould b e u.nprof ita ble . (1) 
4 . Usi n g & KnovJledg e of the BT'ea k - even P oint 
_ knowl ed5 e of t h e brea lc- even p oint a n d the rela -
tionshi p betvJee n volume , c os ts , pr ice s , f1 n d prof i ts Jhich a 
(l) I b i d p 42 
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break-even chart displays, makes the following types of in-
formation available to management: 
1. Dollar volume of sales required to 
break even. 
2. Physical volume of sales required to 
break even. 
3. Per cent of capacity at break-even 
point. 
4. Effect of cut in price on break-even 
point. 
5. Volume required to yield a desired 
profit. 
6. Effect on break-even point of cut in 
fixed costs. 
?. Effect on break-even point of cut in 
variable costs. 
8. Profit from any given volume of sales. 
9. Added volume necessary to offset re-
duction in selling price. (1) 
A practical illustration of the use of break-even 
charts may be taken from the case of Providence Base Works, 
Inc., a subsidiary of General Electric, located in Providence, 
Rhode Island. 
In the early part of 1948, General Electric, try-
ing to start a movement toward lower prices, announced a ser-
ies of price reductions on many of its products. Although 
(1) Budgeting An outline for use in N.A.C.A. program of dis-
cussion forums 1948-1949. 
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the lines affected by these reductions did not include those 
manufactured by Providence Base Works, still the executives 
of that Company wished to know what price reductions their 
products could absorb and still yield a profit. Although 
this company had not previously used income graphs, the chief 
cost accountant, when assigned the task of investigating the 
price-reduction problem, found that by drawing up a break-
even chart he was able to present his management with a gra-
phic picture of the information they desired. 
F. Overhead Classification -- Concluded 
Having completed the discussion of the types of 
overhead classifications, and the reasons for such classi-
fications, we may now focus our attentions upon the detailed 
problems of constructing a manufacturing expense budget. 
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IV. Building The Overhead Budget 
A. Determination of Expected Level of Activity 
1. Reason For This Estimate 
With all the overhead expense items classified ac-
cording to the way they are affected by changes in the level 
of business activity, it is then necessary to determine the 
expected level of activity for the budget period. This level 
must be determined because in the process of building the 
budget, all expenses except fixed expenses will be related to 
the anticipated volume. 
2. Expected Number of Units Produced 
From the Production Budget, the number of units to 
be produced is readily obtainable. Since some expenses can 
best be estimated in terms of expected units, this figure 
will be the most satisfactory basis for estimating that type. 
Operating supplies or indirect materials would exemplify 
this class of expense. 
3. Expected Direct Labor Hours 
Some other expenses, however, can be better estim-
ated if the expected direct labor hours are known. The prob-
able nQmber of these hours is easily determined by multiply-
ing the number of units to be produced by the normal direct 
labor time per unit. Indirect labor, for example, will have 
to be estimated in proportion to the direct labor hours. 
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4. Expected Direct Labor Costs 
Still other overhead items, such as payroll taxes, 
will bear a closer relationship to labor costs. This figure 
can be directly obtained from the labor budget. 
5. ExPected Percentage of Capa~ 
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Finally, same overhead expenses are more accurately 
budgeted if a percentage of operating capacity is kn~vn. Elec-
tric power for example is best estimated on this basis. 
This percentage is determined by dividing the number 
of units expected to be produced by the number of units that 
could be produced at capacity; or by dividing the expected 
labor hours by the direct labor hours at capacity. In either 
case the result should be the same, since it represents only 
the percentage of total capacity expected to be utilized. 
B. Flexible Overhead Budget 
1. Difference Between Fixed and Variable Budgets 
At this point, having determined the expected per-
centage of operating capacity before covering the process of 
estimating expenses based on this probable volume, we must 
consider the effect upon budget estimates of any deviation 
from the anticipated level of operation. This leads us to a 
discussion of fixed and flexible, or variable budgets. 
A fixed budget is prepared to estimate expenses only 
at the proposed volume of operations, while a flexible budget 
is dra\vn up not only for the expected level, but also at 
several other possible levels of production both above and 
below the expected volume. 
Then if the sales and production forecasts change, 
as they well might, the budget contains forecasts at other 
levels, one of which will probably be reasonably closeto the 
actual volume. 
2. Necessity For Flexible Budget Illustrated 
Referring to our previous treatment of fixed and 
variable costs, we may present the :t'ollovving illustration: 
It is this variability of costs 
at different production levels which 
limits the usefulness of the older type 
budget, the :fixed budget which cannot be 
automaticall ad usted to actual volume, 
but nstead represents a forecast fixed 
level from which the actual results are 
to be measured. 
This situation is illustrated 
by Exhibit IV. 
Departmental Operating Statement 
Budget - Fixed Basis 
November December 
Veri-
Budget Actual ation 
Vari-
Budget Actual ation 
Direct Labor $60,000 $100,000 $ 
Manufacturing 
Expense: 
Indirect 
Labor 
Manuf'acturing 
Supplies 
Maintenance 
Fixed Charges 
General 
TOTAL INDIRECT 
EXPENSE 
* Deduction 
54,000 
3,000 
5,000 
12,000 
3,200 
77,200 
80,000 26,000 
5,000 2,000 
10,000 5,000 
12,000 
4,800 1,600 
111,800 34,600 
EXHIBIT IV 
$100,000 $ 75,000 $ 
90,000 71,250 18,750 
5,000 4,500 500 
8,330 7,500 830 
12,000 12,000 
5,330 6,000 670 
120,660 101,250 19,410* 
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The figures shown for indirect 
labor variation are particularly open to 
comment. It will be noted that in the 
month of November indirect labor exceeded 
the budget by $26,000. However, the budg-
et also shows indirect labor at ninety 
per cent of direct labor dollars, but 
actual indirect labor for the month was 
only eighty per cent of direct labor cost, 
with a decrease in cost on this basis 
instead of the increase which the absolute 
figures of the fixed budget indicate. 
In the month of December, the 
dollar cost of indirect labor is under 
the budgeted amount by $18,?50. However, 
the budget figure reminds that indirect 
labor is properly computed as ninety per 
cent of direct labor dollars, whereas 
actual December operations show indirect 
labor at ninety-five per cent of direct 
labor dollars. The apparent December 
saving is thus as misleading as the 
apparent November overage. 
A fixed budget is, therefore, 
of little value for the control of ex-
penses at different levels of production 
volume. If we attempt to make it such 
by forecasting what ~ happen during 
the budget period so that each month's 
operations will show minimum deviation 
from the fixed plan, we will find our-
selves establishing most of the figures 
and ratios which are used to maintain a 
satisfactory variable budget. (1) 
A variable budget then, similar to the one illus-
trated in Exhibit V,forecasts expenses at various levels of 
production so that one of the budgeted levels will usually be 
close enough to the actual level to enable a reasonable com-
parison between the budgeted and the actual expenses. 
{1) Hockstad, E.J. Dynamic Budgeting For Cost Control 
N.A.C.A. Bulletin October 1, 1948 
60 
3. Flexible Budgets Concluded 
We may therefore conclude that for adequate budget-
ary control a variable budget forecast is necessary, for not 
only will it enable a clear.~r analysis of variations at the 
end of the budget period, but also provides a bet ter day-to-
day comparison of actual with projected results while the 
period is in progress so that any inefficiencies are immedi-
ately disclosed and presented for remedial action as soon as 
possible. 
c. Indirect Labor 
Having discussed the . two general topics of expected 
level of activity and the need for a flexible budget, we shall 
now turn to the detailed procedure for estimating some of the 
more common overhead expenses, the first of which will be 
indirect labor. 
1. Methods of Estimating Indirect Labor 
There are two general methods in use to estimate 
indirect labor cost. The first way is to make a detailed 
estimate of the number of indirect workers to be employed, 
and the amount each will earn. The other method is merely to 
estimate the total indirect labor in relation to the probable 
direct labor or same other index. 
2. The Detailed Estimate 
If the first plan is followed, the foreman of each 
department is asked to present the number of indirect workers, 
that is those not working directly on the product, who would 
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FLEXIBLE BUDGET COLUMNAR TYPE - DEPT. 10 
Operating Level--
Based on Direct Labor $50,000 $60,000 $70,000 $80,000 $90,000 $100,000 
--- --- --- --- --- ----Per Cent of Capacity 50% 60% 7o% so% 90% 100% 
Name of Account: 
Indirect Labor .••••••••••••• $ 100 $ 120 $ 140 $ 160 $ 180 $ 200 
Clerical •••••••••••••••••••• 1,000 1,000 3,250 4,000 4,000 4,?50 
Group Leaders ••••••.•••••••. 6,000 6,000 7,800 9,600 9,600 12,000 
Set-up .. ...•...............• 1,500 1,800 2,100 2,400 2,700 3,000 
Methods •••••••••••••••••.••• 500 500 500 850 850 850 
Rework Operations ••••..••••• 250 300 350 400 675 1,000 
Teaching and Learning ••••••• 500 600 700 800 1,800 2,000 
Supervision ••••••••••••••••• 1,250 1,250 1,600 2,000 2,000 2,000 
Inspection •••••••.•••••••••• 5,000 6,000 7,000 8,000 9,000 10,000 
Vacation Allowance •••••••••• 1,000 1,200 1,400 1,600 1,800 2,000 
Overtime, Night Premiums •••• 
-0- -0- -0- -0- 1,000 2,150 
Payroll Taxes ••••••••••••••• 2 1 013 2 1363 2 1845 3 1 294 3 1 708 4 1 200 
Total Indirect 19,113 21,133 27,685 33,104 37,313 44,150 
Gas and Water •••••••••.••••• 
Perishable Tools •••••.•••.•• 
Materials and Supplies •••••• 
Lubricants and Cutting Mat •. 
~-~ 
----
- - -- - - - - ---- -- -~ 
Total Supplies 5,000 6,000 7,000 8,000 9,000 15,000 
Machine Repairs and Maint ••• 
Tool and Die Maintenance •••• 
Plant Rearrangement ••••.•••• 
--- ---·- -
' A Total Maintenance ?,000 8,200 9,400 10,600 11,800 15,000 Rental - Mach. and Equip •••• 
Building Serv. Occupancy •••• 
Depr. - Mach. and Equip ••••• 
Total Fixed Charges 30,000 30,000 30,000 30,000 30,000 30,000 
General •. ......•.....••...•• 4 1013 4a763 5 1645 6 1494 7 1 278 8 1134 
'rOTAL BUDGET $65,126 $70 1096 $?9.730 $88.198 $95.391 $:~12,284 
~ 
EmiBIT V 
Adapted From·: Ibid p51 ~ l" 
be required at various levels of operating capacity. This 
foreman's estimate should be completely detailed, giving the 
name, clock number, occupation, and rate of pay of every in-
dividual who is to be classed as an indirect worker, along 
with the expected number of hours each of these persons would 
work at the different volume levels. 
This estimate should be reviewed by someone of high-
er authority; then, in conference with the foreman and expe.rts 
from the personnel and engineering divisions, every job should 
be critically analyzed in the light of the following questions: 
1. Is the job essential? That is, does 
it contribute to profit? (This is 
wholly a matter of judgment.) 
2. Is the job worth the anticipated pay-
ment? (A matter of salary or job 
evaluation.) 
3. Is the right individual on the job? 
(A matter of employee evaluation.) 
4. Is the method efficient? (A matter 
of judgment based upon knowledge of 
conditions.) (1) 
This analysis should also consider the possibility 
that indirect labor is overspecialized. That perhaps there 
are indirect workers whose time is not completely taken up 
by the tasks specifica l ly assigned to them, who might be able 
to also serve in some other indirect function. For instance 
a set-up man might have some time available in between set-
ting up jobs to serve in the time study or methods department 
(1) Foy, T.D. Variable Budgets in the Control of Costs 
N.A.C.A. Bulletin, November 1, 194?. 
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without hampering his work in connection with getting pro-
duction ready. Thus by avoiding overspecialization the 
company could effect an indirect labor saving. (1) 
!hen this detailed study is finally completed it 
should appear in a form similar to Exhibit VI. Note that 
some indirect workers' costs are fixed, others' are variable 
directly with production, and others' vary in a greater or 
lesser degree than production. In total however, it will be 
found that indirect labor does not vary in direct proportion 
to the level of activity, therefore it may be classed as 
semi-vari able. 
3. Estimate in Relation to Some Activity Index 
~nere it is not considered practical to prepare 
such a detailed estimate as that just illustrated, satisfac-
tory results can often be obta ined by estimating the total 
indirect labor in relation to some index such as direct la-
bor hours or direct labor cost. 
If the ratio of indirect labor to the base is con-
stant, therefore truly variable, the amount may be computed 
ma t her'Ta t j_ cally. For instance, if indirect labor has been 
found to be consistently 2o% of direct labor cost, the in-
direct labor at the various levels of estimated direct labor 
would be computed as follows: 
(1) Hopton, Earl V. Measurement &nd Control of Indirect Labor 
N.A.C.A. Bulletin, January 15, 1948. 
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60% 
Direct Labor $6,000 
Indirect Labor - 2o% 1,200 
70% 
$7,000 
1,400 
80% 
$8,000 
1,600 
90% 
$9,000 
1,800 
However, since the previous illustration brought out 
that indirect labor is usually a semi-variable, it is most 
easily estimated by the use of a chart similar to Exhibit VII. 
In order to fully understand this chart, some words 
of explanation are necess c~y. Using the results of previous 
years, a point was plotted for each month of the total indirect 
labor on the vertical scale in relation to the total direct 
l abor on the horizontal scale. For instance, January direct 
labor of $4,200 and indirect l abor of $3,600 was plotted as 
point (1); February direct labor of $6,300 and indirect labor 
of $3,800 wa s plotted as point (2), etc., until all the months 
had been located. 
The two points (1) and (11), representing January 
and November, which seemed to be irregularly located were in-
vestigated further with the disclosure that these months' 
figures contained unusua l expenditures. They were therefore 
eliminated, and with the remaining points a s a guide, a line 
was drawn at sight which appeared to represent the trend of 
indirect l abor in relation to the direct labor. 
Since this line intercepts the vertical axis, where 
direct labor is zero, at a point equivalent to $1,200, it was 
concluded that this amount represented the fixed portion of 
indirect labor, the remainder being variable. 
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Percentage of Capacity 
Employee Pos:i._tio~ Rate 
-
J. Smith Supervisor $1.80 
R. Williams Trucker .90 
A. Roberts Trucker .90 
s. Brown Inspector 1.00 
L. Reilly Helper 1.00 
M. White Clerk .?5 
Transfer or 
New Worker Inspector 1.00 
TOTALS 
DEP.ARTJ\1ENT X 
INDIRECT LABOR BUDGET 
60 ?0 80 
-
Hours ~ Hours ~ Hours Cost 
-
160 $ 288 160 $ 288 1?0 $ 315 
160 144 160 144 165 150 
160 144 160 144 160 144 
160 160 165 16? 1?0 1?5 
160 160 176 182 198 205 
160 120 160 120 160 120 
--- --- --- --- --- ---
-
960 $1,016 981 $1,045 1,023 $1,109 
EXHIBIT VI 
90 
Hours Q2§! . 
180 $ 342 
168 155 
160 144 
1?5 182 
214 223 
160 120 
40 40 
1 1 09? $ 1__. 206 
0) 
C) 
EXPENSE CHART - INDIRECT LABOR 
Shovdng Determination of Fixed and Variable Elements 
$6,000 
I $5,500 
n $5,000 d 
i $4,500 
r 
e $4,000 
c 
t $3,500 
L $3,000 
a 
b $2,500 
0 
r $2,000 
c $1,500 
0 
Budgeted Expense Adjusted 
for 15% reduction of In-
direct Labor Variable Ex- / 
:pense 'JK. (7) (~J < P'a;t Ex;eerience 
Variable - past experience 37.5% / Direct Indirect 
15% of 37.5% Reduction ....QJ.% (G2 / .-< Month Labor Labor 
Adjusted 31.8% • -< __.. (1) ~ 4:,200 ~3,600 
'% (J) (!JJ (s) 3J -< ( 2) 6 , 300 3, 800 
• • ... (3) 8,000 3,750 
(tf) / .<' (4) 5,500 3,400 
• (5) 7,500 3,900 
(6) 8,100 4,350 
(7) 9,000 4,600 
(8) 9,500 4,700 
(9) 10,000 4,950 
(10) 10,500 5,250 
(11) 9,500 4,850 
( 12 ) 6 '500 3' 500 
s $1,000 t Fixed Cost - $1,200 per month 
$ 500 
0 
~2,0-00 4,000 6,-ooo 8-,ooo 10,-000 2,000 
Standard Direct Labor Cost 
EXHIBIT VII 
From: Hockstad, E.J. Dynamic Budgeting For Cos t Control N.A.C.A. Bul. October 1, 1948 
(J) 
"'1 
Then referring to the chart it was found that at 
a production volume of $10,000 the total cost of indirect 
labor would be $4,950. Subtracting the $1,200 of fixed ex-
pense leaves a figure of $3,750 presumed to be variable ex-
pense tor $10,000 of direct labor, or 37.5 cents for each 
dollar. 
Next it was decided tha t due to changes made in the 
department, these variable expenses could be reduced 15%, or 
to a new allowance of 31.8 cents for each dollar of direct 
labor. The broken line on the chart then represents the new 
allowance for indirect labor throughout the various levels of 
activity. (1) 
4. Comparison of Methods 
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Merely because the second method required a more 
elaborate explanation, the reader should not be led to believe 
that in practice it entails more work than the first. Actually 
the reverse is true, for it takes a good deal more time to 
prepare a schedule showing the exact employees and their 
probable wages than it does to simply estimate the total cost. 
However, against this higher cost of preparation of 
method 1 must be balanced the additional benefits accruing 
from that procedure. Since this method presents detailed 
estimates of the actual employees and their proposed amounts 
of work, any subsequent deviation from the budget can be 
(1) Ibid p57 
traced directly to the employees causing that deviation. 
Nevertheless, cost of preparation and the diffi-
culties of making such a detailed forecast may render the 
second method more desirable in some cases. In the final 
analysis, the decision as to which method to use must be based 
upon the circumstances of the particular company involved. 
The important thing is that by the method chosen, the company 
is able to prepare a forecast of indirect labor cost which 
will take its place with other overhead expenses in the manu-
facturing expense budget. 
D. Maintenance 
An expense that is very similar in type to indirect 
labor is maintenance cost which is the expense re quired to 
keep the plant and equipment in good operating condition. It 
may include such diverse activities as machinery repairs, jan-
itorial service, painting, carpentry, and building superin-
tendence. 
1. Difficulties of Budgeting Maintenance 
This great diversity of activities contributes to 
the difficulties encountered in setting up a budget for this 
classification. Some of the other factors tending to increase 
the difficulties are: 
1. The responsibility for determining 
requirements and for exercising con-
trol of plant repairs is usually 
divided between the production and 
the maintenance departments. 
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2. Certain repairs, such as tear-down 
and major overhauling jobs, recur 
irregularly. 
3. There are breakdowns and accidents 
that cannot be foreseen. 
4. Costs vary with the age of different 
plant units • 
5. It is impracticable to measure the 
cost of all repairs by means of the 
predetermined job-estimate method. 
6. There is a consensus of opinion that 
incentive payments, based on measure-
ment, are not generally applicable to 
repair and maintenance work. 
7. Some engineers assert there is little 
relation between production volume 
and repair costs, particularly for 
short periods, since it is often more 
economical to defer maintenance to 
periods of low production. (1) 
2. Classification of Maintenance 
In order to properly estimate maintenance costs, its 
components must be broken down into two major categories: 
1. Routine expenses which occur often 
enough in the accounting period to 
become a regular charge against the 
business. 
2. Unusual expenses which occur infre-
quently, when the need arises, hence 
are not considered a regular charge. (2) 
Obviously this classification must be made because 
the first type will be estimated on the basis of volume, while 
the latter will involve an analysis of probable needs. 
(1) 
(2) 
Hopton, E.V. Budgetary Control of Plant }mintenance 
N. A.C.A. Bulletin December 1, 1946. 
Oakhill, F.E. Control of Maintenance Costs 
N.A.C.A. Bulletin October 1, 1946. 
Costs 
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3. Estimating the Routine Maintenance Costs 
The routine type of expense may best be estimated 
by determining the rela tionship in the past between these 
items and same index of production such as direct labor. 
With regard to control of main-
tenance expenditures, stetistical surveys 
must be made to determine the r atio of 
maintenance labor to direct labor. Very 
largely, I believe, i.t is necessar y to 
rely upon past performance, and because 
of the difficulty involved in gauging the 
efficiency of maintenance labor through 
observa tion, supplementary records show-
ing expenditures by groups of machines or 
even by the individual machines themselves 
may be very useful in carrying budget al-
lowances forward and correcting any errors 
introduced through the use of historical 
inf ormation. 
On the average, however, it is 
reasonable to expect a department over a 
period of time to remain ·within a variable 
budget maintenance allowance predicated 
on volume as measured by direct labor or 
same other satisfactory indicator. The 
budgeted amount for maintenance may be 
determined on the basis of the labor fore-
cast as shown in the exhibits. (1) 
~. Estimating the Unusual Maintenance Costs 
The unusual maintenance costs cannot be adequately 
estimated on the basis of past experience because of their 
non-recurring nature. The maintenance department supervisor, 
in conjunction with the production foremen, must estimate 
probable requirements. This can more easily be accomplished 
if these men are encouraged to make a periodic inspection of 
the equipment to determine what maintenance needs may arise. 
(1) Hanley, E.J. Control of Factory Overhead at Varying 
Volumes of Production N.A.C.A.-yearbook 1938 
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This would in turn lead to a policy of preventive 
maintenance. That is, adequate and careful planning of main-
tenance a ctivities to obtain the maximum useful life from 
equipment, and which keeps unnecessary breakdowns, with re-
sultant lost time, at a !".J.nimum. 
5. Maintenance Budget--Concluded 
After the two types of maintenance expenses are 
estimated t hey may be subjected to some of the following 
gauges: 
1. Trend of the relation of Nai ntenance 
costs to the original installed cost 
of plant assets. These ratios should 
be developed by labor and material 
separately for buildings, machinery, 
and tools. Maintenance costs should 
be adjusted to a co~mon price level. 
2. Charts showing total maintenance labor 
and material costs separately in rela-
tion to over-all plant production vol-
umes expressed in standard direct 
labor hours. 
3. Ratios showing the number of men in 
the mechanical force compared with: 
a) Total plant direct labor per-
sonnel. 
b) Original installed cost of plant 
assets. (If the mechanical force 
is large, it is interesting to 
test this trend by crafts; mill-
~ITights, electricians, carpenters, 
pipe-fitters, etc.). 
The accumulation of historical 
data showi ng the relations of maintenance 
costs to the gauges outlined above supplies 
a thought-provoking test of the maintenance 
expense budgeted for a coming period, and 
it is recommended that this check be made 
?2 
before final approval is given to the 
budget. ( 1) 
E. Other Semi-variable Expenses 
We have discussed in detail the process of setting 
the budgets for two of the ma jor sern -variable expenses. 
Although it is obviously impossible to present such a detail-
ed treatment for all semi-variable expenses, since all others 
of this class must be estimated in much the sa.me manner, we 
shall be content with merely a summary of the general prin-
ciples involved in estimating any semi-variable expense. 
1. l:lethod 1 - A Detailed Analysis 
Just as illustrated in the case of indirect labor, 
it is possible to prepare a det ailed analysis of the amount 
of each semi-variable expense, if a close enough study is 
made. Usually however, this type of study is not practical 
for any but the largest of expenses, because on the smaller 
items the costs of making such a study would be far greater 
than the benefits to be derived from it. or course if this 
type of study is deemed advisable it requires the preparation 
of elaborate schedules, like that illustrated for indirect 
labor, showing the amount of the expense expected to be 
incurred at various operating levels. 
(1) Hopton, Earl V. Budgetary Control of Plant 
Maintenance Costs 
N.A.C.A. Bulletin Dec. 1, 1946 
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2. Method 2 - Relationship to Some Base 
The other, more simplified method, involves merely 
the determinati on of the relationship of each particular ex-
pense to some major item, such as di rect l abor. Since the 
amount of direct labor has a lrea dy been estimated on the la-
bor budget, the probable amount of any expense can r eadily 
be estimated also as soon as its relationship to di rect labor 
has been established. 
The easiest way of deterr::tining t his rela tionship, 
a nd at the same time provi ding a convenient gr a ph f or budget-
ing the expense is through the use of a scatter chart for 
ea ch item, similar to the one for indlrect materi als lllus-
trated in Exhlbit VIII. 
I 
n 80 
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r 
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c 
t 50 
M 40 
a 
t 30 
e 
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i 
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1 
s 
Scatter Chart For Indirect Materials 
10 20 40 50 60 80 
Direct Labor 
Exhibit VIII. 
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In this chart, the amount of indirect materials on 
the vertical scale is plotted in relation to direct labor on 
the horizontal scale for representative periods in the past 
covering operations at various capacity levels. From these 
points a line may be drawn by inspection which seems to 
portray the trend of indirect materials in relation to direct 
labor. 
Then, selecting the point on the direct labor 
scale equivalent to the labor budget for the period, erecting 
a perpendicular from this point to the trend line, then draw-
ing a horizontal from the point of intersection to the indirect 
materials scale, will yield the estimated indirect materials 
for the budget period. 
Of course the method to be selected in any specific 
case depends upon the particular circumstances, but either 
will produce a reasonably accurate budget for semi-variable 
expenses. 
F. Fixed Expenses 
1. Problems of Fixed Expenses 
Once the budgets for variable and semi-variable 
expenses have been prepared, in order to complete the over-
head budget there remain only the fixed expenses. Because 
of their more stable nature these expenses are usually con-
sidered easier to estimate than the other two classes. Never-
theless, there are some problems inherent to fixed costs not 
encountered in variable costs such as: 
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1. Fixed costs are the result of co~t­
ments, practically all of which extend 
beyond the budget period; hence an 
allocation of these costs must be made 
as between periods. 
2. Decision must be made as to what por-
tion of the fixed cost, allocated to 
a particular period, is to be absorbed 
by the production of that period. 
3. The responsibility for fixed costs is 
usually vdth general or major produc-
tion executives, whereas the responsi-
bility for variable costs usually falls 
upon minor production executives. 
4. Rigid control can be exercised over 
the fixed expenditures whereas the 
variable expenditures must be flexible. (1) 
2. Estimating Fixed Expenses: 
If the system of budgetary control is to increase 
profits, fixed expenses must not be accepted as absolute, but 
must be carefully estimated with an eye to possible cost re-
ductions. As in the case of semi-variable expenses, it is 
impossible in this paper to present a description of the 
method of budgeting each individual fixed expense. The fol-
lowing paragraphs, h~1ever, briefly summarize the procedure 
to be followed in setting the allowances for fixed expenses: 
Fixed exp enses are budgeted 
and classified by departments, on the 
basis to be effective over the coming 
year. Accounts ordinarily included in 
this division are as follows: 
1. Salaries 
2. Payroll taxes on salaries 
3. Compensation taxes on 
salaries 
(1) Heckert, J.B. Budgetary Control of Manufacturing and 
Commercial Exuense N.A.C.A. Bulletin March 15, 194? 
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4. Taxes on real and personal 
property 
5. Insurance 
6. Depreciation on buildings 
?. Depreciation on equipment 
8. Fuel for heating 
9. Stand-by cost for power 
10. Purchased services 
The above costs are in most cases 
readily determined. A list of salaried 
personnel and rates of pay should be taken 
from the payroll and reclassified, if re-
quired, to meet the departmental set-up. 
Payroll taxes and compensation insurance 
are computed at current rates on the de-
partmental salaries. Schedules should be 
prepared for real and personal taxes, 
insurance, and depreci a tion, showing rates 
and the total estimated cost for the year 
and per month. The stand-by cost for power 
can be approximated by reference to the 
bills and by a chart or study of the power 
cost at varying levels of production. Pur-
chased services on a contract or annual 
bas1s such as engineering consultation, 
elevator inspection, etc., should be in-
cluded as fixed expenses. In cases where 
fuel is used both for heating and proces-
sing, the heating cost can usually be de-
termined by seasonal comparisons of the 
fuel cost, or by engineering estimates. (1) 
Although the list of expenses given above, and the 
?? 
methods of estimating them is not all-inclusive, since these 
are representative fixed expenses, they may be used to illus-
trate the general technique employed in budgeting most expenses 
of this class. 
G. Use of Historical Costs 
Since in the forecasting of both variable and fixed 
(1) Paton, W.A. Accountant's Handbook 
expenses we have leaned rather heavily on actual costs of 
previous years, a word of caution is appropriate. Past costs 
should be considered as guide-posts, not hitching-posts, in 
the determination of allowances for the budget period. 
These historical amounts should be carefully scru-
tinized to determine first, whether any possible cost reduc-
tion could be made, and second, whether anticipated conditions 
for the coming period, such as price increases, could be ex-
pected to materially alter the results experienced in the 
past. 
We may, therefore, conclude that although it is 
necessary to use historical costs as a starting point, if the 
budget system is to produce greater profits, these expenditures 
must be critically examined to ascertain that their amounts 
and the amounts budgeted a re proper for the most satisfactory 
operating of the business. 
H. Departmentalizing of Expenses 
1. Expenses Originally Classified by Departments 
Under the section dealing with classification of 
overhead we mentioned the fact that all expenses, both fixed 
and va riable must be classified by departments. There are 
some expenses, such as indirect l abor and indirect materials, 
that are classified by departments in their original estimate. 
These expenses will offer no problem at this point. 
2. Expenses Allocated to Depa rtments 
1funy expenses however, notably those in the fixed 
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class i fic a tion, were estimated only in total, and therefore 
must be allocated to the service and production departments 
benefiting from them. In this connection every expense must 
be dealt with separately, a nd since it is again impossible 
to discuss every exp ense likely to be met, we shall confine 
ourselves to the presentation of some typical examples from 
which the basic principles may be derived. In allocating any 
expense to departments, the principal problem is the selection 
of some base to be used in apportionment. Accordingly, the 
same expenses discussed under fixed e xpenses would be best 
allocated to departments on the following bases: 
Accounts 
1. Salaries 
2. Payroll t axes on 
s a l aries 
3. Compensation in-
surance on salaries 
4. Taxes on real 
property 
5. Taxes on personal 
property 
6. Insurance 
7. Deprecia tion of 
buildings 
8. Depreciation of 
equipment 
9. Fuel for heating 
10. Stand-by cost for 
power 
Bases for Distribution 
Departments served 
Total salaries in 
each department 
Total salaries in 
e ach department 
Charged to occupancy 
expense 
Total values of equip-
ment and inventories 
by departments 
On bui·lding, occupancy 
expense; on equipment, 
departmental values 
insured 
Charged to occupancy 
expense 
Equipment values in 
each depa rtment 
Charged to occupancy 
expense 
Connected horsepower 
and lighting load or 
total demand basis by 
departments 
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11. Purchased services Departments served 
12. Occupancy expense Departmental floor 
space occupied with 
due allowance for 
special conditions. (1) 
In using these suggested bases for allocating any 
exp ense, the procedure is to use the total base for all 
departments as a denominator with the amount for each de-
partment used successively as a numerator multiplied by the 
total exp ense. 
To illustrate, assume that the total cost of 
occupa ncy including depreci a tion, taxes, etc., is $15,000.00 
to be distributed on the basis of floor space, and the floor 
space of the departments is that shown in the first column 
below; then the occupancy expense charged to each department 
would be the amount shown in the second column. 
FLOOR SPACE 
Occupied Fraction Charge For 
De12artment bz De:Et• of Total Occu:12anc;y: 
1. 5,000 sq_.ft. 5/50 $ 1,500.00 
2. 8,000 sq.ft. 8/50 2,400.00 
3. 10,000 sq.ft. 10/50 3,000.00 
4. 12 ,ooo s q .ft. 12/50 3,600.00 
5. 15 1 000 s q.ft. 15/50 4 1 500.00 
50,000 sq.ft. $15,000.00 
Each department is therefore charged for the same 
proportion of occupancy expense that its floor space bears 
to the total floor space of 50,000 sq. ft. This is the 
method used in allocating a ny expense to departments once 
the base has been decided upon. 
(1} Ibid p6'7 
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3. Apportionment of Service Department Expenses 
The budget at this point contains an estimate of 
every overhead expense for each of the production and service 
departments. Since for cost accounting purposes, overhead 
can be applied to the manufactured product only through pro-
duction depa rtments, it is next desirable to apportion the 
service departments' costs to the productive departments. 
If it were practical, this would re quire an analysis of the 
amount of benefit each production department receives from 
each department. Since this type of analysis would usually 
be too costly, service department costs are more often satis-
factorily apportioned on some equitable basis in a manner 
similar to the allocation of fixed expenses. Some of the 
suggested bases for apportionment of typical service depart-
ment exp enses, or actual analyses where preferable, are: 
1. Cost accounting department--survey of 
amount of record keeping in terms of 
estimated or actual hours for each 
department. 
2. Employment department--estimated or 
actual rate of labor turnover or num-
ber of employees in each department. 
3. Hospital--number of employees in each 
department. 
4. House magazine--number of employees 
in each department. 
5. Janitor service--square feet of floor 
and window space in each department. 
6. Maintenance and repair department--
charge directly on the basis of esti-
mated hours worked for each department. 
81 
7. Pattern room--estimated time required 
for work of each department. 
s. Payroll department--estimated labor 
hours of number of employees in each 
department. 
9. Power plant--arbitrarily divided into: 
a) Steam--Flow meters in each 
department or estimated steam 
used by each department through 
a survey of diameter of supply 
pipes, etc. 
b) Heat--Square feet of radiator 
surface in each department. 
c) Electric power--Estimated elec-
tricity, obtained by a survey 
of the amount used by different 
classes of machines, elevators, 
lights, etc. 
d) Compressed air--Flow meters or 
estimated normal amount used by 
machines in each department. 
10. Printing department--estimated time 
required for the work of each depart-
ment. 
11. Purchasing department--charge directly 
to materials on the basis of the esti-
mated value of goods purchased, number 
of purchases, or volume of goods. 
12. Receiving department--charge directly 
to materials on the basis of the esti-
mated tonnage and number of articles 
handled. 
13. Statistical department--survey of 
normal amount of statistical work in 
terms of hours for each department. 
14. Stenographic department--estimated num-
ber of hours of service re quired by 
each department. 
15. Stockrooms--estimated number of requi-
sitions, quantity, or value of materials' 
re quired by each department. 
16. Superintendent's department--estimated 
labor hours in each department. 
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17. Trucking department(internal)--esti-
mated units carried, tonnage, and 
trucking hours of service for each 
department. 
18. Welfare department--number of employ-
ees in each department. (1) 
Although the above bases may not be universally 
accepted, the principle involved is that, by some means or 
other, all service departments' expenses are apportioned te 
the productive departments in some manner that approximates 
the amount of benefit received by the respective production 
department. 
4. Responsibility for Service Department Costs 
It must be remembered, however, that even though 
service department costs are a llocated to production depart-
ments, the major responsibility for the control of these costs 
rests with the foremen of the various service departments, not 
with the production department foremen. It would not be fair 
to hold a production department foreman accountable for ex-
penditures over which he does not exercise authority. In the 
service departments, on the other hand, the foreman may be 
called upon to explain any expenditures above the amount 
budgeted for the department before the reapportionment to the 
production departments. 
This reallocation process is primarily a cost ac-
counting rather than a budgetary reQuirement, yet it must be 
(1) Blocker, J.G. Essenti als of Cost Accounting 
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done at the time the budget is drawn up because the pro-
ductive departments' budge~, including their shares of service 
departments' costs, are used in applying estimated overhead to 
the production for the period. It is therefore a necessary 
step in the budgeting process. 
I. Building the Overhead Budget - Concluded 
Since the preceding step of apportioning service 
departments' costs to production departments constituted the 
final phase in the construction of the manufacturing expense 
budget, let us briefly summarize what this completed budget 
contains before going on to the next phase. 
1. Being a variable budget, every expense has been 
estimated at a number of possible levels of 
activity. 
2. All expenses have first been estimated for the 
departments, both productive and service by 
whom they will be incurred. 
3. Within these departments every expense is listed 
as fixed, variable, or semi-variable. 
4. The service departments' costs have been appor-
tioned to productive departments. 
So vdth this completed budget in hand, we are now 
ready to turn to the next major phase of the problem, the 
recording of the actual expenses incurred so that they may 
be later compared with the budget forecast. 
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V. Recording Actual Overhead 
A. Original Records 
Every overhead expense item has some original docu-
ment which is the first record of its incurrence, and which 
becomes the source of the entries made in the books of record. 
The most common original records, embracing nearly 
all overhead expenditures, and their related expenses are: 
1. Purchase vouchers--for major expense bills 
2. Petty cash vouchers--for smaller expense bills 
3. Stores requisitions--for indirect materials 
4. Workers' time tickets--for indirect labor 
5. Defective work tickets--for spoiled and defective 
work 
6. Maintenance and repair orders--for maintenance 
and repairs 
7. Journal vouchers--for depreciation, insurance 
expired, taxes accrued, etc. 
B. Bookkeeping Entries 
After these original records have been approved by 
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a proper authority, they are entered in the appropriate journals 
called books of original entry. The first two of the above 
items, making up the bulk of overhead expenses, are entered in 
the voucher register, while the remaining expenses would be 
probably put through the general journal, unless a special 
journal, such as a factory journal or some type of payroll 
journal were available for same items. 
Then from these journals they would all be posted 
to the general ledger, either to detailed expense accounts, 
or, preferably, to one account called Factory Overhead Expense, 
which is a controlling account for a subsidiary ledger classi-
fying the expenses individually. 
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These two steps, recording in the journals and post-
ing to the general ledger, being purely accounting functions, 
we shall not dwell on in any detail. They are mentioned merely 
to illustrate h~r the actual overhead finds its way into the 
general books of a company. 
However, v.Je are interested in the subsidiary ledger 
for manufacturing expenses, since this is very necessary for, 
and closely related to, the problem of budgetary control. 
C. lvianufacturing Expense Ledger 
1. Dual Aspect of Overhead Budget 
It will be recalled that in developing the overhead 
budget we have been concerned with both expenses purely as 
expenses and with expenses of departments. Having this two-
fold aspect of expenses, it is desirable to make a twofold 
recording of the actual expenses on what are known as "primary 
standing orders" and "secondary standing orders." 
2. Definition of Term "Standing Order" 
The term standing order, in cost accounting parlance, 
indicates a subsidiary classification of manufacturing expenses. 
Manufacturing Expense being a generic term includes many dif-
ferent types of expenses, each of which is classified on its 
own standing order sheet, which is a detailed account for that 
expense. 
The term standing order grew up to distinquish these 
expenses which will occur in every fiscal period from job 
orders or production orders which are orders to produce a 
given quantity of goods at a particular time; hence the same 
order number is not repeated from period to period as are the 
numbers of standing orders. 
Although the terms primary standing orders and 
secondary standing orders are by no means universal, and the 
forms to be presented are not used in all businesses, this 
procedure is presented here as being a convenient and satis-
factory method of accounting for overhead and fairly typical 
of what is found in actual practice. 
3. Primary Standing Order Illustrated 
An example of a primary standing order is given in 
Exhibit IX. One of these forms is prepared for every manu-
facturing expense, whether fixed or variable. It displays 
the amount of that expense, broken down by the departments to 
be charged, providing columns for recording the budgeted 
amounts, the actual amounts,and determining variances. 
4. Secondary Standing Order Illustrated 
Exhibit X illustrates the type of secondary stand-
ing order which would be prepared for each department. This 
classification shows the breakdown of the total expenses for 
each department, under the headings of fixed, variable, and 
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PRI MARY STJ.illDING ORDER F OR SUPPLIES 
Standing Order No. 10 
JA11U.ARY FEBRUARY 
Vari- Vari-
Departments Actual Budget ance Actual Budget ance 
Service: 
Planning ••••••• 
Trucking ••••••• 
Stockroom •••••• 
Payroll •••••• •• 
Su:pt. Office ••• 
Production Depts: 
A •• • • •• • ••• • ... • 
B • • ••• • • • ••• • • • 
c •• ••• ••.•••••• 
D ••• • • • •• • • • •• • 
Total •••••• 
-- - ~- - -~-----
EXHIBIT IX (1) 
(1) Ibid p72 
Expense: Supplies 
TOTAL 
Vari-
Actual Budget ance 
I 
I 
I 
I 
I 
I 
I 
I 
co 
co 
SECONDARY STANDING ORDER FOR A PRODUC'riON DEPAR'IMENT 
Standing Order No. 45 Production Department A 
Expenses 
Fixed: 
Taxes •••••••••• 
Rent •.......•.• 
Deprecia tion ••• 
Variable: 
Power •••••••••• 
Indirect Labor. 
Service Dept: 
Personnel •••••• 
Planning ••••••• 
Accounting ••••• 
Supt. Office ••• 
Bldg. Service •• 
Total •••••• 
(1) Ibid p72 
JANUARY FEBRUARY TOTAL 
Vari-~ I IVari-~ I IVari-ActualiBudgetlance Actual Budget ance Actual Budget ance 
EXffiBIT :X (1) 
CD 
tO 
apportioned. Again columns are provided for a recording of 
both budgeted and actual expenditures and determination of 
variances. 
5. Allocation of Expenses to Departments 
It should be noted at this stage, that in preparing 
the departmental breakdown on the primary standing orders, 
the same base should be used for allocating expenses to de-
partments that was used in allocating the budgeted amounts 
to departments. This point may be rec a lled by referring to 
the treatment of this subject on page 78. 
5. Apportionment of Service Depart~ent Costs 
Just as in drawing up the budget, the service de-
partments' costs were apportioned to production departments, 
so now the actual expenses must be reapportioned in the s ame 
manner. Again, the base used for apportiolli~ent of both bud-
geted and actual amounts must be the same. The treatment of 
this subject may be reviewed on page 81. 
D. Recording Actual Expenses - Concluded 
In summary then, the actual overhead is recorded 
in the general books, and at the s ame time is posted to the 
primary standing orders which show the total amount of each 
expense broken down by departments. Hext, the j_nformation 
shown on the primary standing orders is reclassified on the 
secondary standing orders for the various productive and ser-
vice departments. 
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Then, after the service de partments' costs have 
been reapportioned, the total actua l overhead as shown by 
the genera l books has been classified both by type of ex-
pense and by departments. Vle are now ready to make a com-
parison between these a ct ua l amounts and the ori ginal bud-
get estimetes. 
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VI. Comparison of Budget With Actual Results 
A. Determination of Actual Level of Activity 
Recalling that v:e originally drew up a variable 
budget to estimate expenses at various levels of capacity, we 
must first of all determine the actual level of operations. 
Since the expenses were estimated on the basis of 
number of units to be produced, expected direct labor hours, 
expected direct labor cost, or percentage of operating capac-
ity, the actual amounts of each of these items must be deter-
mined. They will be readily obtained from the production and 
labor records. 
B. Recording Budget on Standing Orders 
1. Comparison on Primary Standing Orders 
From these indices of actual activity, and the flex-
ible budgets for each expense, the budgeted amount of each 
expense, at the appropriate volume level, is posted to the 
budget column of the primary standing orders. 
Then by a comparison of the actual and budget col-
umns on these sheets, the variance for each expense is immedi-
ately apparent. 
2. Comparison on Secondary Standing Orders 
Just as vd th the actual results, the variably budg-
eted amounts on the primary standing orders are next reclassi-
fied on the secondary standing orders, followed by a reappor-
tionment of the service department costs. 
92 
A comparison of the budgeted with actual amounts on 
these secondary standing orders will then yield the variances, 
expense by expense, in each department. 
c. Types of Variances 
Since the comparison of the budget with actual re-
sults merely informs management of the amounts of variances, 
if the budget is to be a useful tool, these variances must 
be carefully investigated with an attempt to remedy any in-
efficiencies detected. 
1. Total Variance 
Even though a flexible budget was prepared for each 
expense, it will be recalled that in the discussion of the 
complete scope of budgetary control, it was necessary to use 
a fixed overhead amount in order to estimate the total profit 
for the period. The difference between this fixed estimate 
and the total actual overhead constitutes the total variance. 
2. Volume Vari ance 
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This total overhead variance is then analyzed accord-
ing to the volume vari ance and the controllable variance. 
The volume variance is simply the difference between 
the amount of overhead estimated at normal capacity and the 
budgeted amount as shown on the flexible budget for the level 
of actual operations. 
The computation of this type of variance is cle rly 
illustrated by the volume variance sheet shown in Exhibit XI • 
• 
,:. 
VOLUME VARIANCE SHEET 
Month April 1949 Cost Center Drilling 
Foreman J. Brovm ------..-.-...-...;.;.-_ __ 
Normal Capacity 5,000 Standard Hours (loo%) 
Actual Performance 4,000 Standard Hours (so%) 
Budget at Budget at 
Normal Actual Volume 
Expense Item Ca:Eacitz Volume(SO~) Variance 
Indirect Labor $ 800 $ 650 $150 
Supplies 200 175 25 
Light and Power 325 290 35 
Occ:!J.pancy 600 600 
Haintenance 400 370 30 
Spoilage 60 50 10 
Superintendence 225 225 
Inspection 190 175 15 
Repairs 300 280 20 
Totals $3,100 ~? 2 ,815 - $285 
EXHIBIT XI ( 1) 
3. Controllable Variance 
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The last type of variance, the controllable variance, 
is the difference between the flexible budget for the actual 
volume and the actual expenses. 
It is called controllable because, having been cor-
rected for the difference in volume, any difference remaining 
between the budget and the actual results should be within the 
control of the departme ntal foremen. 
The computation of this controllable variance through 
the use of a controllable overhead variance sheet is illustrated 
(1) Adapted From: Paton, W.A. The Accountant's Handbook 
in Exhibit XII. 
CONTROLLABLE OVERHEAD VARIAI~CE SHEET 
Month Auril 1949 Cost Center Drilling 
Foreman J. Brown --------~--------Normal Capacity 5,000 Standard Hours (100%) 
Actual Performance 4 1000 Standard Hours (80%) 
Expense Item 
Indirect Labor 
Supplies 
Light and Power 
Occupancy 
M:aintenance 
Spoilage 
Superintendence 
Inspection 
Repairs 
Totals 
Budget at 
Actual 
Volume (so%) 
$ 650 
1?5 
290 
600 
3?0 
50 
225 
1?5 
280 
2,815 
Actual 
Expenses 
$ ?10 
190 
280 
600 
390 
45 
225 
185 
295 
$2,920 
EXHIBrr XII (1) 
D. Investigation of Variances 
Controllable 
Variance 
$ 60 
15 
- 10 
20 
5 
10 
__1§. 
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As the volume variance is the result of policies 
formulated by higher management in increasing or decreasing 
production, it is usually beyond control; so greater attention 
should be given to the controllable variances. 
1. Foreme~s Explanations of Variances 
Since primary responsibility for controllable vari-
"S.nce rests with the departmental foremen, they should be 
(1) Ibid p83 
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presented with a report showing the amounts of controllable 
variances with a re quest for an explanation of major items. 
2. Budget Conference 
Naturally, this foreman's report should be followed 
up by some person who vdll try, and have enough authority, to 
make any changes deemed necessary. 
This person, and his methods, may vary with differ-
ent organizations, but a procedure which has proved success-
ful at the Strathmore Paper Company, of West Springfield, 
Massachusetts, has been described by the controller, who per-
sonally meets with the foremen each month to discuss their 
results. 
This gentleman prepares for his monthly round of 
conferences by listing points he plans to discuss with the 
various foremen. Along with these notes he ha s available at 
each conference an expense detail book which itemizes all 
charges, a detailed budget set-up which gives allowances for 
all expense items, and other special material which seems 
pertinent. 
Then at each conference at attempt is made to draw 
out questions from the supervisor. If possible an answer is 
given on the spot; otherwise, it is forwarded as soon as the 
necessary facts can be accumulated. 
The controller also tries to offer suggestions for 
improving current conditions and tries to learn if any changes 
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are contemplated which would necessitate revision or rlexible 
budget allowances. (1) 
E. Investigation or Variances - Illustrated 
The foregoing has been only a description or the 
general principles involved in the analysis of variances. 
Perhaps a detailed illustration of the analysis or a foreman's 
report on a particular department would prove interesting and 
informative. 
Foreman's ReJ20rt 
March 1947 Supervisor T. Smith DeJ2t. 26 
Current Month Year to Date 
(Over) (Over) 
Under Under 
Name of Account Actual Budget Actual Budget 
Direct Labor 
Efficiency •••••••• $ 600 91.5% $6 1 200 95.2% 
-Direct Labor 
at Standard ••••••• $6.500 $ (600) $85.100 $ (6.200) 
Indirect labor ••••• $ 150 $ (85) $ 800 $ 51 
Clerical ••••••••••• 488 (93) 4,700 53 
Group Leaders •••••• 1,340 (555} 12,800 (2t941) 
Reset,check,correct 120 (120) 300 300) 
Set -up ••.•....•..•• 150 45 2,700 (147) 
Methods •••••.•••••• 370 (5) 4,200 (49} 
Lost Time •••••••••• 212 (212} 400 (400) 
Rework operations •• 63 (30) 450 (25) 
Tea ching-learning •• 50 2 753 (72) 
Supervision •••••••• 740 (142) 7,400 (6 23} 
Inspection ••••••••• 88? (367) 8,800 (1,992) 
Vacation allowance. 130 1,702 
Overtime premium ••• 280 (280) 
Night premium •••••• 65 (65) 
Payroll taxes •••••• 150 (20l 1 1 800 (98) 
Total Indirect $4.850 $ (1.582) $47.150 $ (6.888) 
(Form continues with similar spread ror remaining expenses} 
The other day I was discussing 
this report with Tom Smith, supervisor or 
(1) Wilks, P.A. Budgets and Budgetary Control N.A.C.A. 
Bulletin May 15, 1947 
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Depart:rn.ent No. 26, when he suddenly 
popped the question, "Why should I be 
interested in controlli ng my expenses if 
I am meeting production schedules?" It 
is true that Tom was meeting production 
schedules, but, on the other hand, if all 
departments operated a t the cost at which 
Tom operated his department, the company 
would not be maki ng a profit on its pro-
duct, to say nothing about stayi ng in 
business. 
So we decided to iron the mat-
ter out. We put it on the ba sis that Tom's 
department might be considered his own 
plant in which he had taken a contract to 
produce 500 units a month. We took appli-
cable unit costs and pointed out that 
these would be (say): Material $ 50, Direct 
Labor $100, and Burden $300, or a total 
estimated cost of $450 each for a produc-
tion of 500 units a month. Taking commer-
cial expenses out of the selling price of 
the item in our line, we also pointed out 
that the remainder allowed, a t this cost, 
a mark-up for profit of 12%, or $54, i.e. 
a selling price of ~ 504. 
Our next step "vent ri ght home 
to Tom's monthly expense statement, show-
ing a departmental opera ting efficiency 
of 91.5%, which meant that d~rect labs>r 
cost per unit wa s no longer 3100 but ~ 111. 
We then referred to the statenent agai n 
and found that Tom had spent $4,850 for 
indirect l abor instead of ~3,268, an inc-
r ea se of some 48%. I..'Ianufacturing burden 
on product therefore becomes $444 rather 
than $300. The total manufa cturing costs 
had i n this way jumped to $605. With a 
selling price of only $504, Tom could see 
that his "business" was no longer profit-
ab le. However, he did have a solution. 
Why not a dd the $101 more to the selling 
price and r e cover the extra cost? But of 
course competition dictates selling prices. 
Tom decided that it would be un-
profitable for him to go into business un-
less he could be a ssured of controlling 
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his own manufacturing costs, and unpro-
fitable for the company to stay in bus-
iness unless it could obtain effective 
departmental control of costs. (1} 
This hypothetical case should serve to demonstrate 
the i mportance of getting right down to the foreman for an 
expl ana tion of variances. The foreman is the man who has 
direct control over expenses, so he is the man who should be 
able to answer for any variances. 
F. Investigation of Variances - Concluded 
Since this process of analysis of variations for 
corrective purposes constitutes the fina l step in the budget-
ing process, our discussion of budgetary control might be 
concluded at this point. 
However, it would seem appropriate, in conclusion, 
to exallii ne the benefits that a company mi ght expect to derive 
from such a procedure as we have described. 
(1} Hockstad, E.J. 
.. .. .. -. __ 
.· 
Dynamic Budgeting For Cost Control 
N. A.C.A. Bulletin October 1, 1948 
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VII. Benefits Derived From Budgetary Control 
The benefits a ccruing from a system of ca reful bud-
getary planning appear to be extremely well stated in the fol-
lO'wing passage: 
Unfortuna tely, I cannot cite 
any definite tales of t housands of dol-
lars saved here or hours saved there. 
But here are some of the results which 
seem to me to make our efforts ;north 
while, together -v i th illustra tions vvhi ch 
seem to prove the point. First of all, 
the factory supervisory organization be-
comes cost minded and interested in any-
thing which affects the charts. Thus, 
one foreman found his indirect labor char-
ges in a production center were going up, 
and also his operating effici ency--a sus-
picious combination of events. Investi-
gation showed a n employee wa s turning in 
incorre ct time notes. Result: a chastened 
employee, honest time notes, less indirect 
labor charges, and an operating efficiency 
vvhich re presented actual facts. 
One production center showed an 
extremely hi gh operating ef ficiency; but 
spoi lage discovered i n later operations 
wa s nearly t wice that of the previous year. 
Out of the discussion came a re Quest for 
further and continuous information for a 
few weeks. Result: a careful study by the 
superintendent responsible and a determin-
ation on his part of what s hould be the 
proper speed of operation in order to ob-
tain the maximum results. 
Methods are sought to combine 
jobs so tha t sla ck periods in one pl a ce 
can be used to meet a peak load in another, 
resulting in better showing s in each cen-
ter when a c t ual expense is compared v;i th 
the budget. 
A useful by-product of our con-
f erence procedure is that the factory be-
comes acquainted wi t h the office and vice-
versa. Both get to know the other's 
100 
problems, and a s a result more efficient 
co-operation results. Again, executives 
have sore spots pointed out. With us, 
this comes through our financial state-
ments and through a chart book, with charts 
like those we have discussed, but shmving 
results for groups of departments instead 
of for individual production centers. 
This is a relatively new procedure with 
us, and at the moment ·we do not know whether 
the benefits derived will justify its con-
tinuance. 
It is realized that our plan is 
nowhere near perfect; we should be foolish 
to think so. But we do feel that we are 
getting results, if for no other reason 
than the remark of one foreman. At one 
of the first discussions of his chart book, 
he said, "I'm glad to have someone checking 
up on me. It shows what I'm doing and it 
makes me more careful." Anything that 
shows how we e.re doing, that points out 
where the difficulties are, and suggests 
possible remedies, eventually will pay 
dividends to the company which sponsors the 
plan. Try it and see for yourself. (1) 
This passage certainly demonstrates the success and 
enthusiasm vnth which budgetary control has been received by 
one company, and the possibilities which exist for companies 
who have not installed such a system as yet. 
It seems fitting now, before closing, to present a 
summary of the subject matter we have covered so that the 
diverse topics discussed may be related to the aim and pur-
pose of this paper. 
(1) Wilks, P.A. Budgets and Budgetary Control 
N.A.C.A. Bulletin May 15, 1947 
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VIII. Summary 
We have tried, in this paper, to develop the sub-
ject of budgetary control, with specific application to manu-
facturing overhead expense, in a manner VThich \'7ould gi ve the 
reader a well-rounded knowledge of the procedure to be follow-
ed in budgeting and controlling t hes e expeRses. 
Hence we began the treatment of this subject by ex-
amining the meanings attached to, and the scope of, the terms 
budgetary control, and manufacturing overhead expense; fol-
lowed by our reasons for selecting such a topic. 
Then, in order that t he reader might realize the 
place of a manufacturing expense budget in a complete budget-
ary system, we presented the complete budget picture in some 
detai l, discussing, in their proper se quence, the following 
budgets end schedules: 
1) Sales Budget 
2) Production and Inventory Budgets 
3) Materials Budget 
4) Purchase Budget 
5) Labor Budget 
6) Overhead Budget 
7) Administrative Expense Budget 
8) Selling Expense Budget 
9) Non-operating Income and Expense Budget 
10) Estimated Profit and Loss Statement 
11) Schedule of Plant Additions 
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12) Cash Receipts and Disbursements Schedules 
13) Estimated Balance Sheet 
Each of these was treated as to the manner of its 
preparation, and its i mportance in the complete budget pattern. 
Next, we considered the classification of overhea d, 
both by departments, production and service, and by type of 
expense, fixed and variable. In this latter connection we 
presented detailed illustrations of the necessity for a know-
ledge of fixed and variable expenses in controlling profits. 
These illustrations were shown both in a tabulated form and 
graphically through the use of a break-even chart. 
'/lith this background we turned to the subject of 
building the overhead budget. Here, after discussing the 
expected level of activity and the need for a flexible bud-
get, we carefully presented the process of estimating the 
amounts of the various types of overhead expense. 
Two of the major semi-variable expenses, indirect 
labor and maintenance were discussed individually. Then the 
general methods of estimating other expenses of this class, 
either by a detailed analysis or in relation to some acti vity 
index, were presented. 
Preparing the forecast of fixed expenses was then 
talcen up, followed by a discussion of the a llocation of ex-
penses to departments and apportionment of service depart-
ment costs to production departments. 
As this latter step completed the construction of 
the overhead budget, it led us to a comparison of the bud-
geted amounts wi th the actual results. 
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This required, first of all, a discusslon of the 
recording of the actual overhead expenses both in the gen-
eral books and on summary schedules called primary and sec-
ondary standing orders, to which were later posted the bud-
geted amounts for the actual volQme level. 
An analysis of the differences found on these 
schedules, between the budgeted and the actual figures brought 
us to a discussion of the different types of variances, vol-
ume variances and controllable vari ances, and the importance 
of a careful investi gation of ma jor discrepancies. Here we 
follo·wed the procedure used in tracing these variances in 
some actual companies. 
Finally, we presented a smmuary, with illustrations 
from actual practice, of the benefits which could be derived 
from such a budgetary control system as that we have descri-
bed. 
In conclusion, therefore, it is to be hoped that 
this paper will have satisfactorily presented the problems 
encountered, the procedure to be followed, and the success 
obtainable from an adequate system of Budgetary Control of 
l.:anufacturing Overhe ad Expense. 
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